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Overall assessment

Teetering inter- - As the summer of 2008 drew to a close, the

national financial

international financial system was close to col-
lapse. Given a growing number of existential
problems at systemically relevant financial insti-
tutions and especially following the insolvency
of US investment bank Lehman Brothers, the
risks appeared literally incalculable from an
individual investor’s perspective. As confidence
evaporated and uncertainty soared, market
players were increasingly unwilling to assume
risk. This caused an unprecedented increase in
risk premiums. In addition, a broad range of
financial instruments saw an exceptional
widening of bid/offer spreads, which also
affected plain vanilla products. In key refinanc-
ing segments, liquidity all but dried up. The
spread between unsecured and secured short-
term interbank loans tripled again after having
already grown tenfold by mid-2008 vis-a-vis
pre-turmoil levels. Indicators of risk perception
in the equity markets derived from options
prices were likewise four times higher than
before the turmoil.

The financial market turmoil, the magnitude
of which had not been seen in the western
world in decades, had profound negative
consequences for the real economy. There was
a danger that the financial crisis, in conjunc-
tion with the severest slump in global growth
in more than half a century, would result in a
virtually uncontrollable downward spiral. The
industrialised countries, in particular, were
faced with an unprecedented drop in value
added. Had the downturn been allowed to
continue unchecked, there is no knowing
how far it would have dragged down global
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economic output in its wake. To stabilise the
situation, it was imperative for the public
sector to step in as the risk-taker of last resort.
In this situation, far-reaching decisions fre-
quently had to be taken amid extreme uncer-
tainty and rapidly changing circumstances.
Thanks to an array of fiscal and monetary policy
measures, which were quite exceptional in
terms of both their nature and their scale, and
efforts to restructure balance sheets, the inter-
national and the German financial system alike
were successfully stabilised in the first half of
2009.

Subsequently, a perceptible recovery got un-
derway in the financial markets. Since the third
quarter of 2009, growth expectations for some
of the most important economies have also
gradually been revised upwards, albeit from a
sharply fallen overall level of activity. As a result,
the outlook has improved markedly of late, not
least for the heavily export-oriented German
economy.

Nevertheless, the financial crisis and the eco-
nomic crisis that is closely coupled to it are
still far from being overcome. Financial institu-
tions have not yet regained sufficient risk-
bearing capacity, and markets are not yet
fully functional. Although financing con-
ditions in the money markets and the capital
markets have improved significantly in recent
months, substantial frictions remain in numer-
ous market segments. Nor has the situation
in the money markets returned to normal, as
is evidenced by the intensity of central bank
interventions. Moreover, it is already clear that

financial markets



Financial stability
at risk from
protracted
economic
stagnation ...

... and risk
of negative
feedback loop

Rapid growth of
government
debt requires
credible and
transparent exit
strategies

the financial system will be severely tested
going forward. Downside risks remain pre-
dominant.

The most problematic scenario for financial
stability would be a protracted phase of stag-
nation in the major economies. Faced with low
growth and a sharp rise in unemployment, the
process of restructuring the financial sector
that has been set in motion could then falter
amid spiralling loan losses in both industry and
in the residential and commercial real estate
markets. Such a cyclical pattern is by no means
unusual, but is characteristic, in fact, of reces-
sions in connection with financial crises. These
have, in the past, often proved especially severe
and persistent.

In such an unfavourable scenario, negative
feedback between the real economy and the
financial system could, moreover, gain added
momentum. The exit from the stabilisation
strategy must therefore be predicated on and
calibrated to an ongoing improvement in the
market environment and financial sector resili-

ence.

The non-standard measures taken to support
and stimulate the economy will, as an unavoid-
able corollary, place future strains on the public
purse. They therefore involve considerable
medium and long-term risks. This applies pri-
marily to government indebtedness — embrac-
ing both explicit budget debt and other implicit
liabilities — which has risen rapidly in many in-
dustrialised countries. Transparent and credible
strategies for unwinding the monetary and fis-
cal policy stimuli and the support measures in
the banking sector are therefore crucial. It is
vital to keep market participants’ expectations
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of a stability-oriented monetary policy and a
sustainable fiscal policy firmly anchored. Failure
to do so would have an adverse impact on
interest rate levels and risk premiums on the
capital markets. This would throttle investment
and thus additionally stunt potential growth.
Another non-negligible risk is that market
players might factor into their behaviour the
expectation that they will be able to offload
losses onto the state. Supervisors and regula-
tors will have to take this moral hazard into
account in future.

Another negative factor is that the restructur-
ing in the international financial system that
was triggered by the crisis is still in full swing.
It is being temporarily accompanied by limi-
tations on intermediation. Moreover, only
part of the write-downs expected in connec-
tion with the financial and economic crisis
have been booked so far. Furthermore, the
enduring change in the market environment
requires a refocusing of business models. In
addition, no new, sustainable structures have
yet crystallised in the securitisation markets,
which are important for the supply of credit in
several economies. It is therefore vital that the
rehabilitation of the financial sector and the
necessary structural changes be implemented
rapidly. Only then can the financial system
support the global growth process. And only
then can a supply-side shortage of credit be
prevented.

Extensive government interventions have
meanwhile also succeeded in stabilising the
German banking system. Domestic credit insti-
tutions are increasingly benefiting from the
brighter economic outlook. Favourable finan-
cial market developments are likewise having a
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beneficial effect. However, write-downs on
loans to enterprises and households could
squeeze earnings further. The positive develop-
ments therefore remain susceptible to setbacks
in the recovery of the real economy. In a worst-
case scenario, the trough in the credit cycle,
with the concomitant large need for write-
downs, would coincide with a renewed down-
turn in the market cycle and a slump in operat-
ing earnings. It is against this setting that the
Financial Stability Review aims to assess the
risks to and the resilience of the German finan-
cial system from a systemic perspective. The
macroprudential analysis focuses not on the
most likely scenario, but rather on potential
worse-case developments.

By international standards, Germany’s starting
position for weathering the financial crisis is
favourable. It is notably characterised by sus-
tainable levels of debt on the part of domestic
non-financial corporations and households.
The percentage of non-performing loans is
correspondingly low at present. Moreover,
real estate prices in Germany provide no indi-
cation of a bubble, which limits credit risks in
real estate financing. In addition, the fiscal
stabilisation measures have supported the
financial situation of households and non-fi-
nancial corporations. Developments in these
two sectors have therefore been less problem-
atic than some had feared at the beginning of
the year.

For the time being, credit institutions have
gained time to steel themselves for the upcom-
ing strains and tackle their accumulated prob-
lems. The steepening of the yield curve is cur-
rently boosting interest income from maturity
transformation. Commission and fee income is
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benefiting from high issuance activity both by
the government sector and the corporate sec-
tor. Banks should use the given leeway mainly
to bolster their risk provisions and shore up
their capital. Given a strong sustained upturn,
German enterprises’ currently weak credit de-
mand is likely to pick up again. This will need
to be matched by a credit supply that is priced
according to risk and is not limited by insuffi-
cient capital cover.

The largest German banks have, on average,
improved their capital situation. They have
lowered their leverage perceptibly, which
partly reflects balance sheet consolidation.
This was partially achieved by reducing equity
exposure. In addition, interbank lending con-
tracted in the wake of perceived high counter-
party risk. Finally, a significant drop in repo
business has likewise helped to lower leverage
noticeably. The whole process is evidently
being accompanied by a refocusing on do-
mestic markets. German banks’ exposures to
foreign institutions have registered a particu-
larly large contraction. This relates mainly to
exposures denominated in US dollars where
there have been temporary refinancing prob-
lems. The German banking system’s depend-
ence on the short-term wholesale funding
markets is relatively low. Nevertheless, the fact
that institutional investors provide a large
share of individual banks’ funding may create
systemic risk, particularly if a lot of refinancing
is required.

Moreover, the global financial and economic
crisis is still weighing on the credit quality of
German enterprises, particularly those with a
strong export focus. On the other hand, Ger-
many’s multifarious links with the global econ-

Balance sheet
adjustment
process

Loan losses
likely to move
centre-stage



Sharp rise in
market risk

Estimating
losses from
securitisations ...

omy and its wide range of export goods also
represent an opportunity to participate in a
potential recovery of the world economy earlier
and more extensively than other countries.
Overall, German banks’ credit risk has increased
significantly, and more so in the corporate sec-
tor than in the household sector.

Market risk has risen sharply with the financial
crisis, especially owing to the exceptional jump
in price volatility. While for many banks share
price risk has latterly shrunk slightly, interest
rate risk is a greater concern again, especially
for smaller institutions. Systemic risk has mani-
fested itself, particularly during the extreme
market phases. It is a consequence of contract-
ing diversification effects among banks active
in the market — in other words, the fact that
they hold increasingly similar positions.

Losses from securitisation instruments have
probably already peaked. The write-downs that
German financial institutions are likely to make
by end-2010 were estimated based on infor-
mation on banks' individual loan portfolios and
on system-wide securitisation exposure. To
determine the market price loss arising from
securitisations, the change in the ratio of the
book value to the nominal value of securitisa-
tion positions was compared with the respec-
tive market price movements since the begin-
ning of 2007. On balance, this reveals the need
for further write-downs totalling some €10
billion to €15 billion. This can be attributed al-
most exclusively to positions in collateralised
debt obligations (CDOs). The estimates natu-
rally rely heavily on the assumed development
of market prices. At the current end, however,
these have, for some time, been pointing in a
more positive direction.

DEUTSCHE BUNDESBANK

By contrast, loan write-downs might become a - and loans

more prominent issue given their cyclical lag.
When estimating potential loan losses, macro-
economic, ie systemic, factors were used as
explanatory variables besides microeconomic
measures. Based on this approach, the value of
the loan portfolio will have to be adjusted by
another €50 billion to €75 billion. However,
the estimates are subject to particularly large
forecast uncertainty. A general point to be
noted is that, given the strong volatility of key
variables such as market prices or economic
forecasts, the results are more of a snapshot at
a particular point in time. In view of the ongo-
ing improvement in the real economy, actual

losses could be lower.

As its exposure to structured products was low, [nsurers also
feeling impact of

financial and
economic crisis

the German insurance industry came through
the beginning of the crisis virtually unscathed.
However, the mutation of the financial crisis
into an economic crisis has affected insurers as
well. Although this impact has been limited to
date, the aftermath of the crisis could create a
difficult constellation for insurers, too. In the
unfavourable scenario of a protracted phase
of stagnation, interest rates would remain low
for a lengthy period. This would put earnings
under pressure. As a consequence, it would be
more difficult for life insurers to generate the
guaranteed return, which can be lowered only
gradually. Shifts into higher-yielding investments
would entail greater credit risk, for instance with
respect to corporate bonds. However, individual
life insurers are affected to different degrees by
this difficult conjuncture.

The turmoil which started in the summer of Stronger
macroprudential

supervisory
approach
needed

2007 and its escalation in the fourth quarter of
2008 has complex causes. The evolution of the
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crisis has demonstrated, in particular, that
while a microprudential perspective is impor-
tant, it is far from sufficient for effective crisis
prevention. It is of paramount importance also
to take the systemic dimension into account. In
future, the macroprudential approach will
therefore assume much greater importance in
the field of regulation and supervision. Only if
regulators and supervisors maintain a system-
wide vision will endogenous risks appear on
their radar screens. These aggregate risks result
from dynamic interaction both within the
financial system and between the financial
system and the real economy. They are not
visible in a microprudential approach focused
on individual institutions. Moreover, moral
hazard dictates that individual institutions must
be allowed to fail without jeopardising the
stability of the overall system.

Financial stability is a public good. Central banks

sufficient condition for preventing financial
market imbalances. However, the transfer of
additional financial supervisory responsibilities
to central banks must crucially neither dilute
their monetary policy objective of ensuring
price stability nor jeopardise their independ-

ence.

A focal point of the macroprudential approach
is the procyclicality of the financial system. The
crisis has revealed that mechanisms within the
financial system and the framework in which it
operates — to a certain degree even prudential
rules — may favour the emergence of debt-
financed imbalances in the run-up to a financial
crisis. The same mechanisms also potentially
amplify the feedback effects of negative mar-
ket developments during a crisis. Above all,
this suggests that much greater importance
should be attached to ensuring sufficient risk
buffers in future.

have compara-
tive advantages

in terms of
macroprudential . L .
Sabity analyss Mation and activity as they combine comple-

have comparative advantages in terms of infor-

The multiple interlinkages within the financial - and intercon-
nectedness of

the financial

mentary elements such as co-responsibility for system

system pose further challenges to macro-

systemic stability, oversight of payment sys-
tems, their own refinancing operations, their
activities in the financial markets and a pres-
ence on international committees. These are
highly relevant both for systemic and macro-
prudential analysis as well as for ongoing
banking supervision. A closer involvement of
central banks in prudential supervision is there-
fore beneficial for ensuring the necessary holis-
tic approach embracing microprudential and
macroprudential tasks alike. Neither monetary
policymakers, regulators nor prudential super-
visors can, on their own, effectively counter
negative developments on the financial mar-
kets. A monetary policy that is focused on price
stability is therefore a necessary, but not a
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prudential supervision. A macroprudential
approach justifies treating intermediaries dif-
ferently depending on their position within
the system as a whole and also monitoring
players outside of the traditionally defined
banking system if they perform similar func-
tions or roles. In relation to large or very inter-
connected institutions (“too big to fail” or
“too connected to fail”) whose collapse would
jeopardise the overall financial system, this
means that such institutions, too, must there-
fore be regulated more stringently. There are,
moreover, substantiated grounds for imposing
higher capital and liquidity requirements on
such institutions.



Challenges from - Financial innovations such as highly complex

resecuritisations play an important role in con-
nection with risks to financial system stability.
The nature of these instruments was such that
the onset of the crisis caused an immediate
loss of market liquidity. For these reasons,
macroprudential oversight must include closely
scrutinising the complexity of such financial
innovations and their concentration within
particular financial intermediaries and acting
to counter any negative developments at an
early stage.
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ing suitable measures to broaden their capital
base. Another key requirement is better liquid-
ity management by banks. This highlights the
increased importance of monitoring refinanc-
ing risk at individual institutions. But controlling
systemic liquidity risk is equally as crucial. This
risk arises endogenously, for instance when
solvent institutions are forced to liquidate assets.
This, too, necessitates a larger capital buffer or
a reduction of maturity transformation risks.

Necessary reform measures also include

: ; ; structures and
gearing incentive structures more towards a transparency

Extens‘veafgeé%rg An extensive reform agenda was launched at sustainable development and increasing the

launched ...

international level immediately after the onset
of the crisis. It is being worked on as part of
the G20 summit process, largely under the
guidance of the Financial Stability Board and
the Basel Committee on Banking Supervision.
Intense debate has achieved concrete progress
on numerous issues. Many aspects still require
further analysis, however.

A key lesson learned from the crisis is that
financial institutions’ resilience needs to be
strengthened. Banks should therefore hold
more and better-quality capital in future.
Stricter capital requirements and more effective
capturing of risk positions could help prevent
excessive leverage and over-risky business
models. At the same time, shortcomings iden-
tified in the Basel Il framework need to be
remedied. However, the framework’s underly-
ing principles, particularly its fundamental risk
orientation, should not be called into question.
In order to minimise the danger of a credit
crunch, an appropriate transitional period
should be envisaged prior to implementation
of a revised capital framework. Independently
of that, banks crucially need to act now by tak-

transparency of the financial system. This
applies especially to the securitisation process.
Improved standards of quality and integrity
are vital to create new, more sustainable
structures and prevent a (renewed) erosion
of credit standards. Improvements in rating
agencies’ business practices and the monitor-
ing of agencies likewise feature prominently
on the agenda. It is, moreover, essential to
strengthen the infrastructure, for example by
establishing central counterparties. These
should reduce the share of over-the-counter
business. In addition, consistent pricing of risks
would sharply reduce the systemic danger of
such business.

On balance, these reforms are likely to notice-
ably enhance the stability of the financial system,
but are also likely to depress earnings prospects
in the financial sector in the medium term. But
in the light of the considerable negative exter-
nalities that may arise if financial institutions run
into distress, this seems a price worth paying to
safeguard financial stability. After all, in the long
run banks themselves will also benefit from a
more stable financial system.

November 2009 | Financial Stability Review | 13



DEUTSCHE BUNDESBANK | Global risk factors affecting
the German financial system

Global risk factors
affecting the German
financial system

The global financial setting continues to
present a difficult picture. Compared with the
crisis at its height, the typical indicators of un-
certainty are very much in decline. Yet on a
number of markets, transaction volumes are
still well below pre-crisis levels. This is particu-
larly true of structured products, which are at
the interface between the banking system and
the financial market, and also applies to cross-
border financing flows, the volume of which
has fallen substantially. At the same time, bid-
ask spreads, despite having narrowed, are still
markedly wider than before the crisis. Without
doubt, this is in part an expression of the ad-
justment to a risk situation that is deemed to
have changed noticeably. In the end, it reflects
the question as to the new, post-crisis normal-
ity. Above all, the looming write-downs and
the impending, considerable credit defaults
paired with an — in the medium term — slower
macroeconomic development continue to
make banks’ financial situation look weak. This
naturally also puts a strain on the risk-bearing
capacity of the German financial system with
its close-knit international connections. The
private sector’s financial vulnerability, exacer-
bated by the economic slump, could in turn
hamper a recovery in the real economy. More-
over, there exists within the international finan-
cial system a substantial risk of ongoing fric-
tions which might become accentuated again.
This would not be untypical, particularly in the
unfavourable scenario of a protracted phase of
economic weakness. Nor, in such a case, could
the possibility be ruled out that negative feed-
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back loops between the real economy and the
financial sector may again become a significant
factor for the German financial system.

Macroeconomic risks

Direct macroeconomic risks have receded
somewhat

The economy has picked up appreciably in re-
cent months thanks to wide-ranging monetary
and fiscal policy stabilisation measures, a palp-
able easing in the financial markets and a
turnaround in the inventory cycle. Against this
backdrop, the IMF's latest global economic
growth forecast for 2010 has been revised up
10 3.1%. In the medium term, however, a fairly
slow upward movement is expected. World-
wide economic output is likely to remain below
pre-crisis levels in the longer run. In the past,
too, recessions associated with financial crises
were often deep and prolonged." In particular,
cyclical downturns that hit many countries
simultaneously and were accompanied by ex-
tensive balance sheet restructuring in the
non-financial sector were comparatively pro-
nounced.?

1 In this context, real economic contractions lasting at
least three years are not uncommon. See S G Cecchetti,
M Kohler and C Upper (2009), Financial Crises and Eco-
nomic Activity, NBER Working Paper No 15379, as well
as C M Reinhart and K S Rogoff (2009), The Aftermath
of Financial Crises, The American Economic Review,

Vol 99, No 2, pp 466-472.

2 See also IMF, From Recession to Recovery: How Soon
and How Strong?, World Economic Outlook, April 2009,
pp 97-132.

Global economy
back on growth
track, ...



... but risks
remain high

US real estate
market still a risk
factor ...

Although the downside risks to the global
economic recovery have lessened considerably,
they probably still outweigh the positive fac-
tors. The deflationary fears that arose intermit-
tently have receded to the background. Yet the
danger of a long drawn-out period of weak
economic activity has by no means been ban-
ished, especially for the industrial countries.
One major macroeconomic risk lies in the pos-
sibility that the rehabilitation of the financial
sector now underway could suffer setbacks
due to sharply rising unemployment and unex-
pectedly substantial credit defaults in industry
and in the real estate sectors of a number of
countries. If banks sustain further heavy losses
in equity capital, this could lead to restrictive
credit standards and a shortage of credit sup-
ply, and so hinder the global growth process.

The US economy, which is of particular import-
ance to global economic development, has
embarked on a recovery path — due, first and
foremost, to the sweeping economic recovery
package. According to the first estimate, in the
third quarter of 2009 GDP in the United States
was almost 1% up on the previous quarter.
Marked growth is expected again for 2010
(IMF: 1.5%; European Commission: 2.2%).
First signs that housing prices are bottoming
out support the incipient optimism. The drop
in prices is gradually petering out.> The con-
tinued rise in the number of foreclosure sales
poses an obstacle to a recovery of this market
segment, however. What is more, many resi-
dential real estate properties are today affected
by negative equity.* This appreciably restricts
the scope for borrowing by households whose
consumption in the past was often considerably
debt-financed (in particular through asset value
growth).
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The development of the US housing market
hinges, not least, on that of the labour mar-
ket. The unemployment rate (October 2009:
10.2%) has more than doubled over the last
two years (see Chart 1.1.1). This is reflected in
corresponding losses in income. Moreover, this
situation is aggravated by the inevitable — be-
cause of lifecycle or solvency considerations —
rise in the saving ratio of the, in some cases,
heavily indebted households.> The balance
sheet adjustments this involves are likely to put
a strain on US growth, which in previous years
was led by strong consumption, in the foresee-
able future.

The immediate economic outlook for the euro
area has also brightened, yet shapes up some-
what less favourably than for the United States.
The European Commission is expecting GDP to
fall by 4.0% in 2009, and to rise slightly — by
0.7% —in 2010. The slump in overall economic
output has caused the number of unemployed,
also in the euro area, to increase distinctly by
4 million since the cyclical turnaround in March
2008. Spain alone accounts for more than half
of this rise. In September 2009, a 9.7% unem-

3 The S&P Case/Shiller home price index for the 20 most
important US metropolitan areas fell by only 134% in
2009 Q2 (in seasonally adjusted terms on the quarter),
and the FHFA Purchase-Only Index, which has a broader
regional basis and is geared more closely to the low and
medium price segment, by 1%. Both rose as an average
for July and August (over the average for the previous
quarter). Moreover, more homes were sold in the sum-
mer months, while the ratio of supply to sales fell further.
4 According to Moody's, already in Q2 of this year, 15.4
million mortgage debtors — roughly 19% of US single-
family homeowners — were affected by negative equity.
This poses a problem for banks providing real estate fi-
nance inasmuch as, in a number of states, real estate
loans in the United States often do not feature recourse
to the mortgage debtor’s other assets. Structuring mort-
gages in this way allows the relinquishment of the mort-
gaged house to the bank (jingle mail) even when the
borrower is not in financial distress or insolvent.

5 After the saving ratio averaged 13%% in the period
2005 to 2007, it temporarily climbed to just under 5%
of disposable income in the second quarter of this year.
However, this may be explained in part by special factors
(tax refunds and higher transfers as part of the govern-
ment fiscal stimulus package).
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Chart 1.1.1

HOUSEHOLDS’ FINANCIAL
SITUATION
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Sources: Eurostat, Bureau of Labour Statistics, Bureau of
Economic Analysis (BEA), FHFA; Ministerio de Vivienda,
OECD and Nationwide Building Society. — 1 House
prices are based on the FHFA Purchase-Only Index,
which has a broader regional base and focuses more
strongly on the low and medium price segment.
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ployment rate was registered in the euro area
— the highest in over ten years — and the ten-
dency is rising. In Spain, Ireland and Slovakia,
meanwhile, unemployment rates are in some
cases well into double digits.

The reduction in employment of course ampli-
fies the financial vulnerability of households.
This creates a particular challenge for countries
which - like the United States — in the past
registered surging house prices and rising
household indebtedness. Households in Spain
in particular are burdened by debt well above
the euro-area average and an appreciable drop
in house prices (-8.0% in the third quarter of
2009, year-on-year). In non-euro area Europe,
moreover, households in the United Kingdom
are heavily indebted, and are affected by nega-
tive equity due to a pronounced decline in
house prices.® The UK real estate market seems
to be gradually stabilising.” However, unem-
ployment climbed from 5.6% in 2008 to 7.8%
in August 2009, reducing households’ financial
scope. Against this background, on the one
hand continued decreases in consumer de-
mand are to be expected in Europe. This is also
likely to affect German exports. On the other
hand, further payment defaults could put a
strain on German financial institutions with
extensive international operations, all the more
as they also face considerable write-down risks
on the securitisation products they hold.®

6 Between 7% and 11% of mortgage debtors in the
United Kingdom are currently affected by negative equity.
See Bank of England, Financial Stability Review, June 2009.
7 In the third quarter of 2009, the Nationwide Index rose
by a seasonally adjusted 3.7% on the quarter, following
an increase of 1.4%.

8 The United Kingdom dominates the European market
for residential mortgage-backed securities (RMBS) with a
market share of 39%. The share taken by Spanish securi-
tisations is, at 15%, close behind that of the Netherlands
(18%). See ESF Securitisation Data Report Q2:2009.

Households
in a number
of countries
face financial
vulnerabilities



High foreign
currency debt
in parts

of central and
eastern Europe

Above-average
impact

on German
economy due
to export
dependence

Of the central and east European economies,
the countries especially hard hit by the financial
crisis are those which posted high current ac-
count and budget deficits prior to the crisis
and whose private sector has a large propor-
tion of foreign currency debt. This goes hand
in hand with high interest rate and exchange
rate risks. Moreover, given the close financial
and trade relations which the new EU member
states maintain with west European countries,
a sustained recovery process will probably not
take hold in the former until west Europe’s real
economic situation begins to stabilise. In this
context, German banks could face direct risks
— through economic relationships, credit expo-
sure and their subsidiaries’ activities in these
markets — as well as (indirect) counterparty
risks.

The global economic crisis and the associated
slump in world trade — the IMF is expecting a
decline by 11.9% for 2009 — has had a particu-
larly adverse effect on the German economy
because of its strong focus on exports. It is gen-
erally thought that the decline of German GDP
in 2009 will be heavier than the average for the
euro area as a whole; both the European Com-
mission and the German research institutions
expect a decrease by 5%. Their growth forecasts
for 2010 of 1.2% are more favourable than for
Germany’s neighbours; Germany could benefit
to an especially large extent as the global eco-
nomic situation continues to brighten. The Ger-
man Council of Economic Experts is even more
optimistic, predicting an increase of 1.6% in
2010. Nevertheless, the financial and economic
crisis continues to harbour risks. To date, the ef-
fects on the German labour market have been
relatively moderate due, inter alia, to short-time
working schemes. However, the unemployment
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rate — which according to Eurostat was 7.6% in
September — looks set to rise further in the
course of the next year. Cyclical setbacks, which
cannot be ruled out, could place an additional
burden on the solvency of German enterprises.
If, in turn, the economy picks up further, the
currently comparatively high level of credit
standards could have an adverse impact on the
— most recently — subdued investment activity.
This constitutes a substantial risk factor for eco-
nomic recovery in Germany, which is typically
characterised by the self-reinforcing interaction
between net exports and spending on new real
capital, which needs financing.

The financial and economic crisis has brought
discernible changes — also of a structural nature —
to the underlying conditions that shape the
German economy, with the result that a nega-
tive impact on potential output is to be ex-
pected.? Although especially large uncertainties
surround all estimates at present, the currently
low level of fixed capital formation in particular
is likely to reduce potential growth discernibly
in the years ahead.

Medium-term macroeconomic risks not
inconsiderable

The unavoidable short-term policy interven-
tions entail considerable medium-term risks
from a financial stability perspective. In particu-

9 First, potential output is likely to have dropped in

the wake of the severe global recession. Second, the
medium-term potential growth path now has to be rated
less favourably. The latest OECD forecast of the German
potential growth rate for the next two years averages
0.8% compared with 1.2% for 2006-2008. Additionally,
a permanent increase in energy prices will put a strain on
Germany'’s industrial output capacity in the medium term.
See Deutsche Bundesbank, Growth effects of perman-
ently high energy prices: recent evidence for Germany,
Monthly Report, June 2009, pp 29-44.

Potential growth
weaker
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Large fiscal deficits tend to be accompanied by ﬁgﬁgp?ﬂ%ding

costs due to
high fiscal
deficits

higher financing costs both for the public sec-
tor and for private issuers.'”® Consequently,

“ﬂgg‘gggﬁgg} lar, they give rise to questions with regard to large-scale issuance of government bonds™

duetonecessany the financing of the rising government debt and government-guaranteed bank bonds
QOVQJSF%%’E and its long-term sustainability. In order to could cause private-sector issues to be crowded

measures
firmly anchor market participants’ expectations out of the market. That there are no signs of

with regard to a stability-oriented monetary

policy and a sustainable fiscal policy, transpar- 10 Whereas the quantification of this effect is subject to
. . considerable uncertainty, the direction of the impact is
ent and credible strategies are needed for clear. A fiscal deficit increase by 1 percentage point in
. . . . . relation to GDP can cause long-term government bond
scaling back monetary and fiscal policy stimuli yields to rise by 10 to 60 basis points. See IMF, Global
Financial Stability Report, October 2009, pp 36-37.
as well as the government support measures 111n 2010, the volume of government bonds maturing
. . o in some important industrialised countries will be rela-
to the banking sector. While an exit is not pos- tively large.
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Need for further
structural
adjustment to
combat global
imbalances

this at present may be explained, not least, by
the provision of large amounts of liquidity by
the central banks.

Moreover, from a macroprudential view, prob-
lematic developments are linked to the global
imbalances that constituted the macroeco-
nomic breeding ground for the crisis.’? These
imbalances have become considerably less
pronounced since the global financial crisis
began. The saving ratio of US households, for
example, has risen appreciably. Furthermore,
the current account balances of a number of
major economies have contracted (see Chart
1.1.3). However, the reduction has so far not
been sufficiently structurally founded or
sustainable, having been to an extent only
cyclically induced. This aspect could become
especially virulent for countries burdened with
sizeable current account deficits. In combina-
tion with the debate about credible exit strat-
egies from an expansionary macroeconomic
policy, confidence vulnerabilities exist which
could also produce greater volatility on the

foreign exchange markets.

Risks in the international financial system
and the financial markets

Stabilisation

through
government
measures ...

Stabilisation of the global financial system

Since the spring of 2009, there have been
growing signs that the international financial
system is stabilising after the collapse of US in-
vestment bank Lehman Brothers contributed
to a sharp intensification of the crisis in the
financial sector in the autumn of 2008. As
global growth deteriorated dramatically, the
interaction of the weakened financial system
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Chart 1.1.3
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and the real economy threatened to lead to
a downward spiral. Governments and central
banks around the world responded by taking
exceptional stabilisation measures. To cushion
further losses, numerous financial institutions
received capital injections from the public sec-
tor (see Chart 1.1.4). In this situation, the vast
majority of financial institutions were no longer
able to raise capital on the markets. Besides
guarantees and balance sheet relief, the finan-
cial system benefited from additional aid, in-
cluding favourable refinancing conditions at
central banks and the indirect impact of fiscal
policy stimuli. These measures also succeeded
in stabilising financial institutions’ earnings.

12 For more about the macroeconomic causes of the cri-
sis, see BIS, 79th Annual Report, 2009, pp 5 ff.
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After the danger of a systemic collapse had
been averted, a recovery got underway in the
financial markets at the end of the first quarter
of this year. Here, the decline in extreme risk
aversion and in liquidity hoarding were key.
Stress indicators such as the risk premiums on
tradable credit products and expected price
volatility declined in important market seg-
ments as compared to the extreme levels of
the preceding months (see Chart 1.1.5). The
equity markets also experienced a sharp recov-
ery. In Europe, in particular, this has, since
August, resulted in a remarkable decoupling of
equity indices from the comparatively low level
of government bond yields. This could reflect
different appraisals of the economic prospects.
The divergence could also be an indication of
a potential decoupling from the underlying
economic outlook. The expansionary bias of
macroeconomic policy — which was, however,
necessary in response to the crisis — may have
been a contributory factor.

The stabilisation of the financial markets was
also considerably helped by the largely positive
quarterly results published by leading financial
institutions in the first half of 2009. Counter-
party risk, which had previously almost brought
activity in important market segments to a
standstill, gradually receded. From the summer
months onwards, growing signs of an eco-
nomic upturn strengthened the financial mar-
ket environment. This trend is naturally also
strongly characterised by the considerable and
frequently unconventional public-sector inter-

ventions.

As concerns about counterparty risk died
down, spreads in interbank money markets
also narrowed again in recent months (see

... resultsin
recovery in
the financial
markets ...

... as well as
positive quarterly
reports and
economic upturn

Eurosytem
supports money
market ...
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Chart 1.1.5). In Europe, this important market
Chart 1.1.5
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Eurosystem’s non-standard monetary policy measures DEUTSCHE BUNDESBANK
and activity in the interbank money market during the
crisis on pp 87-99.
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Somet%%rgﬁgsg% reflected a degree of normalisation. However,

longer-term
refinancing ...

markets. For market participants, the remain-

banks have not yet regained the advantage in ing transitional period in which to repair their

terms of risk premiums which they usually en- balance sheets and restructure business models

joyed over good corporate borrowers before the is therefore limited.

crisis. This impairs their ability to act as an

intermediary between savers and borrowers. In fact, the structural adjustment process in the Improvement

in risk-bearing
capacity and
profitability
required

international financial system has not yet been

- butearly Major banks in the United States in particular
repayment

of aid not
unproblematic

completed. Given that the financial systems in

made use of the better access to equity from many countries are fragile, renewed setbacks

private sources in the second quarter and, in
some cases, started to repay government aid.
European institutions later followed suit, al-
though they focused on returning guarantees.
Much of the financial aid was associated with
user costs and had conditions attached, which
became limiting and, in some cases, unattrac-
tive as the financial markets recovered. How-
ever, repaying government aid could prove
premature if the institutions encounter finan-
cial difficulties again in an environment that
remains fraught. This could reignite concerns
about counterparty risk.

Upheaval in the financial system not yet
overcome

Despite the recovery of the financial markets,
the global financial system currently still ap-
pears too susceptible to new problems to be
able to do without extraordinary government
aid. Against this backdrop, the Heads of State
or Government of the G20 agreed at their
meeting in Pittsburgh at the end of September
of this year to avoid ending the stimulus meas-
ures early. Nevertheless, exit strategies are to
be prepared. The reversal of the temporarily
necessary large supply of liquidity must also be
initiated in good time to prevent medium-term
risks to price stability and mispricing in the
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could perceptibly impair the supply of credit to
the economy. Financial institutions will there-
fore have to further improve their risk-bearing
capacity if credit supply is to be maintained in
the longer term. It would make sense primarily
to use earnings for this purpose.

Ongoing pressure on financial institutions
to adjust

Before the onset of the crisis, the use of instru-
ments designed to transfer credit risk had been
increasing for some time. This was expected to
improve investors' risk diversification. However,
as credit defaults grew, it became evident that
the products involved a high concentration of
risk and had low liquidity — often because of
their complexity. As a consequence, banks suf-
fered heavy losses on trading book credit posi-
tions. The effectiveness of transferring risk
through credit default swaps or credit insur-
ance was limited as counterparties — particu-
larly weakly regulated US insurers — encoun-
tered financial difficulties. In addition, numer-
ous banks suffered in the first phase of the
crisis as largely illiquid assets from special-
purpose vehicles had to be taken back onto
the balance sheets. Cleansing the balance
sheets of assets that were previously consid-
ered liquid, but are now subject to large

problems not yet



valuation uncertainty,’ is an important step
towards enabling new loans to be issued.'
The write-down of, in the meantime, some
US$1,200 billion by international banks there-
fore partly reflects the substantial progress that
has been made on expunging problem assets.
Many countries, including Germany, further
support this “detoxification” of banks’ balance
sheets with targeted measures.® In the mean-
time, the fact that market conditions have
stabilised increasingly allows complex credit
products to be split up and liquidated sepa-
rately. However, the accumulated problems
have not yet been fully dealt with, making
further work indispensable. This is necessary
also because the cyclical lag alone means con-
siderable additional write-downs are likely to
be required."”

Against this backdrop, establishing sufficiently
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competitors from the market and the recovery in
the financial markets, for instance in the bond
and equity underwriting business. In the medium
term, however, the challenge will be to get the
balance between capital levels and profitability
right. One example of the need to raise capital
standards is that risk positions in the trading
book were underestimated in the run-up to the
crisis.’® Overall, however, it is still unclear how
the adjustment pressure resulting from the
changed market environment will impact the
profitability of particular business models and
existing structures. A non-negligible risk is that
the adjustments catapulted by the crisis could
result in @ number of financial institutions re-
stricting their credit supply, which would also
affect aggregate supply.

Reduced activity in international credit

likely to be sub-
jected to critical

scrutiny markets

large capital buffers as a precautionary meas-
ure is a high priority. Regulators are not alone

in calling for better capital levels. Counterpar- Within the international financial system, the Decline in cross-

border bank
lending

Greater restraint
in credit supply a

ties and rating agencies have also increased
their requirements in terms of capital adequacy
during the crisis. As the return on equity is fall-
ing owing to reduced leverage, some business
models are likely to be subjected to critical
scrutiny. Moreover, the range of services on
offer is likely to be reviewed. For instance, a
larger percentage of transactions will probably
be settled via central counterparties in future,
given that counterparty risk and the intranspar-
ency of existing structures emerged as particu-
lar weaknesses.

Temporarily, the major banks with an interna-
tional focus in particular are benefiting from the
low central bank interest rates, high premiums
for providing market liquidity, the exit of several

flow of credit faltered considerably during the
crisis. The drop in cross-border bank lending

14 At the six largest US financial institutions, holdings of
what are known as level 3 assets, for which available
market prices are insufficient and which are therefore
valued using models, increased by some 125% to
US$545 billion between the first quarter of 2007 and
the second quarter of 2009. Sources: Bloomberg and
Bundesbank calculations.

15 In addition, modified accounting rules, amongst
other things, helped prevent automatic write-downs due
to illiquidity and valuation uncertainty. The modifications
were necessary because the mark-to-market approach
could not be applied in the largely dysfunctional mar-
kets. Adhering to the fair value method would have
fostered systemic instability.

16 What form these measures take differs considerably
from country to country, with the sharing of risk be-
tween private market participants and public bodies an
important feature. If the government is generous in
assuming risk, this would lead to a rapid cleansing of
balance sheets in the short term. In the longer term,
however, this would create problematic incentives for
market participants’ behaviour.

17 See section on loss estimates on pp 56-61.

18 See Basel Committee on Banking Supervision, Analy-
sis of the trading book quantitative impact study, Octo-
ber 2009.
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Table 1.1

CROSS-BORDER BANK CLAIMS ON A CONSOLIDATED BASIS

Percentage change 2009 Q2 against 2008 Q1

Creditor
United United
Debtor States’ Kingdom Germany
United States . -7 -27
United Kingdom . -42
Germany -23 .
France -20 - 24
Switzerland -30 -18
Japan - 21 — 46
2£fsshore financial cen- 5 _48
Developing countries -10 -9
of which: Asia -16 -12
Europe -20 -5
Latin America . - 4 -18
All countries -16 -14 -27

All reporting

France Switzerland Japan countries
-17 - 32 6 =16
-28 -24 -2 -19
-9 -35 -13 -18
-28 - 8 -24
-34 . — 17 —20
-10 - 45 -7
-33 - 41 -7 -16
- 4 -36 -3 -9
-17 -35 - 8 -12
-5 - 41 -17 -15
8 -42 15 -3
-16 -32 -3 -16

Source: BIS. — 1 As the reporting population has changed, comparable data are only available for the aggregate figure.
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between the first quarter of 2008 and the
second quarter of 2009 by a total of 16% re-
flects significantly limited intermediation in
the financial centres (see Table 1.1). The drop
mainly related to lending among industrialised
countries. This mirrors the reduction in risk ex-
posure as well as financing problems in the
international money markets. However, some
emerging market economies also suffered a
large-scale withdrawal of capital. Concerns
that the branches of international banks would
be particularly instrumental in this have proved
unfounded, however. In fact, their local activ-
ities have developed fairly stably to date. Most
banks in question regard these regional mar-
kets, to which they have a large exposure and
in which they have built reputational capital, as
part of their core business.

24| Financial Stability Review | November 2009

The issuance of syndicated loans is also severely
impaired internationally (see Chart 1.1.6). For
one thing, this development reflects higher
average refinancing costs for financial institu-
tions, which are generally passed on to clients.
For another, credit standards for debtors with a
generally poorer credit rating have been tight-
ened, and credit demand from investors has
weakened. The regular surveys conducted by
central banks in the United States and Europe
give an impression of the overall tighter credit
standards of banks for clients in the corporate
and household sectors. Borrowers and financial
intermediaries alike are therefore under a lot
of pressure to improve their credit standing. If
they are successful, financing costs should
come down. Increased transparency vis-a-vis
lenders and a lower leverage ratio could help

Perceptible pres-
sure on market
participants to
improve their
creditworthiness



Corporate bond
issuance contrib-
uting to stabili-
sation

Ongoing up-
heaval in the
securitisation

market

lower risk premiums and thus financing costs,
as could refraining from particularly risky invest-
ments. Re-establishing higher levels of debt ca-
pacity is likely to be a lengthy process, especially
for households, whose net asset and income
position has, in many countries, suffered as a
result of the crisis.

The strong issuance of corporate bonds is re-
markable in this environment. The main motive
is likely to have been to secure timely follow-up
financing. Enterprises with access to the bond
market can circumvent the banking sector in
this way and obtain funding directly from in-
vestors such as investment funds or insurers,
whose balance sheets are generally less in need
of de-leveraging. This is helping to stabilise the
supply of credit. However, for the majority of
small and medium-sized borrowers, cost consid-

erations mean this is not a practical alternative.

Ongoing frictions in the securitisation
market

The smooth functioning of the financial system
is still considerably impaired as a result of the
continuing upheaval. In the securitisation mar-
ket in particular, new, more sustainable struc-
tures have not yet emerged. In market-based
financial systems such as the United States and
the UK, securitisation of loans is more import-
ant for the domestic credit supply than in more
bank-focused financial systems such as the
euro area. However, their tradability means
securitisations have an important role to play
in diversifying risk at the international level,
too. On the demand side, the crisis has elimi-
nated important buyers of credit risk. These
include off-balance-sheet special-purpose ve-
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Chart1.1.6

CREDIT STANDARDS AND
CREDIT MARKET ACTIVITY
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hicles as well as insurance companies in the
United States. More stringent regulatory stand-
ards will apply to both going forward, as well as
to securitisations that banks hold in their own
trading book. In addition, investors are likely to
have revised their opinion of the reliability of ex-
ternal ratings and the liquidity of securitisations.

In Europe, newly structured securitisations
have been used in recent quarters almost ex-

Improvement
in market
conditions ...
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Chart1.1.7
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clusively in refinancing operations with the Eu-
rosystem. In the United States, the central bank
and the government stabilised the securitisa-
tion market through large-scale purchase pro-
grammes, as this refinancing channel is believed
to play a central role (see Chart 1.1.7). Since
the middle of the year, market liquidity appears
to have improved, however, not just in the seg-
ments receiving direct support. Nevertheless,
even in the United States, the securitisation
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market does not yet represent a functioning,
solid pillar in the supply of credit. Despite sub-
stantial intermediation, it has stabilised at less
than half its pre-crisis level.

A fundamental improvement in market and
product structure is predicated on measures
that set incentives in such a way as to prevent
a renewed endogenous erosion of credit
standards. Rating agencies’ revised valuation
models as well as the expansion of investors'’
internal valuation capacity are all steps in this
direction. Issuers must provide more detailed
information on securitised loans than before
the crisis. Where this cannot be realised at
reasonable cost, product complexity must be
reduced. The adjustments initiated by rating
agencies and other market players are not suf-
ficient alone, however, as they still take insuf-
ficient account of the systemic risk when credit
standards are too low. They therefore need to
be accompanied by regulatory standards. Re-
quiring issuers to retain a defined portion of
their own securitisations could help further
increase stability. These minimum retention re-
quirements should set the right incentives. This
would suggest that they should not relate
only to the first-loss tranche.' The unexpected
correlation of defaults of the underlying assets
in the portfolio caused the greatest difficulties
for structured securitisations. The supposedly
especially secure senior tranches were hardest
hit by the change in default risk. The proposal
that originators of such products retain a verti-

19 See proposal for a directive of the European Parlia-
ment and of the Council amending the Capital Require-
ment Directive (2008/0191 COD), especially Article 122a,
October 2008; J P Krahnen and G Franke, The Future of
Securitisation, CFS Working Paper No 2008/31, and

| Fender and J Mitchell, The future of securitisation: how
to align incentives?, BIS Quarterly Review September
2009, pp 27-43.
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cal cross=slice spanning all tranches therefore
merits closer examination.

The issuance volumes possible in the boom
years, not least due to wrong incentives, are
unlikely to be repeated in the foreseeable
future, however, given the trend towards sim-
plified products and market structures. In the
longer term, it is unclear whether the changed
securitisation market will be able to compete
successfully with Pfandbriefe and other refi-
nancing instruments. It is nonetheless likely
that adjustments in the securitisation market
will take place in a very difficult environment. In
particular, many segments could yet suffer
considerable losses from credit defaults.

Considerable risk of default ...

Given the current state of progress in the ad-
justment process in the international financial
system and the considerable macroeconomic
risk factors, the financial sector could face re-
newed tests. Counterparty risk and risks from
purchased credit securitisations are especially
relevant for German banks besides direct de-
faults in their own credit portfolios. Overall,
continued high write-downs could make it
substantially more difficult to restore sustain-
able balance sheet structures. They would,
moreover, dampen credit supply.

... on corporate loans, ...

Defaults in the global corporate sector will
continue to weigh on banks' profits in the next
few quarters. In October of this year, the de-
fault rate for non-investment-grade enterprises
active in the capital markets already rose to
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Chart 1.1.8
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CORPORATE SECTOR
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13.4% in the United States and 9.4% in west-
ern Europe. Default rates are expected to peak
in the fourth quarter (see Chart 1.1.8).2° An
unfavourable but not unrealistic scenario even
sees default rates swelling to more than 14%
in the United States and in excess of 12% in
Europe in the coming months.?!

The poor fundamentals in parts of the corpo-
rate sector are a major reason for the high
default rates. Profitability declined substantially
in the fourth quarter of 2008 from a very solid
base. It has, meanwhile, recovered substantially
— albeit largely as a result of cost-cutting. The
poor business environment means a lot of enter-
prises now generate only low operating cash
flows with which to cover interest expenses
and other current expenditure. At the same
time, their debt burden is high. Low credit qual-
ity is also reflected in rating agencies’ down-
grades of corporate debt securities, which have
reached record highs in recent quarters.

Meanwhile, the fact that risk premiums have
narrowed perceptibly as uncertainty has de-
clined in recent months is a positive factor for
those enterprises able to tap the capital mar-
kets. Yet enterprises with the lowest credit
ratings were initially unable to benefit much as
their access to bond markets was severely
restricted. At the same time, they were harder
hit by banks’ increasingly tight credit standards.
This reflects the typical phenomenon, which
has, however, been accentuated by the inten-
sity of the current recession, whereby the
default risk of low-rated debtors increases
owing to restricted access to credit. The situa-
tion of these enterprises, too, has improved in
the second half of the year. However, in an
unfavourable scenario of a renewed increase in

28| Financial Stability Review | November 2009

risk aversion and the concomitant immediate
rise in financing costs, enterprises with the
lowest credit standing will see their liquidity
problems intensify.

The main reason why the limited access to debt
financing is problematic for this group of debt-
ors is that large volumes of bonds and syndi-
cated loans will mature over the next few years
(see Chart 1.1.8). One reason why refinancing
risks for weaker borrowers are particularly
pronounced is that, unlike today, large amounts
of debt were issued at generous terms in the
years before the crisis.22 With corporate lever-
aged loans, there is also a considerable risk
that enterprises will breach covenants as a
result of poor earnings. If such clauses are
breached, this usually equates to the exclusion
from credit lines. Lenders are currently often
willing to amend or waive such covenants, at
least temporarily, particularly as recovery rates
after defaults tend to be very low, therefore
necessitating, partly very high, write-downs.
However, this will probably only postpone bor-
rower defaults in some cases. Following the
peak they are expected to reach towards the
end of this year, default rates are therefore
likely to decline more slowly than in past cycles.
This is borne out by the fact that a higher per-

20 In the enterprise sector as a whole, the number of
insolvencies rose significantly in the second quarter of
2009 on the year (USA +57%, Spain +129%, England/
Wales +36%, Germany +12%). The most recent data
available for Spain and England/Wales show that the
increase in insolvencies slowed in the third quarter com-
pared to the year-earlier period. The figures are not directly
comparable, however, as insolvency legislation differs.

21 For a discussion of how the current momentum of
credit defaults compares to past credit cycles, see also

E | Altman (2007), Global Debt Markets in 2007: New
Paradigm or the Great Credit Bubble?, Journal of Applied
Corporate Finance, Vol 19, No 3, pp 17-31.

22 See Deutsche Bundesbank, Financial Stability Review
2007, pp 28-29. In the current year, more than half of all
defaults related to private equity transactions.
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centage of debtors than ever before has only a Another contributory factor in the high default fefmaﬂcmg risks

or commercial
risk is that, in countries such as the United ™ estateoans

States and the UK, large volumes of commer-

non-investment-grade rating.

cial real estate loans will mature over the next

... on non-German commercial real estate few years. A large volume of loans was issued

loans ... during the property boom. Following the col-

lapse in prices, it is likely to prove difficult to

Weakggésngfmfye?sl The poor fundamentals in the corporate sector

putting pressure

on prices o and the weakness of the real economy overall

commerclal rea . .
estate .. are also reflected in the market for commercial

prolong them at sufficient levels. Moreover,
banks have significantly tightened their credit
standards in recent quarters, and the market

real estate, albeit with a time lag. Job cuts,
significantly lower production, cost cutting,
reduced incomes and substantially lower retail
sales are resulting in falling demand for com-
mercial real estate, rising vacancy rates and
strong pressure on prices and rents. In the third
guarter of 2009, the price indices for commer-
cial real estate in the United States and the UK
plummeted by 36% and 43% respectively from
the highs they had marked in mid-2007.23

for securitised commercial real estate loans
still appears unreceptive for new issues. Many
banks are apparently tending to prolong exist-
ing loans. The short-term relief this affords the
financial system has to be rated as a positive.
However, losses may only be postponed.

... and on loans to households

Despite growing indications that house prices Households’
susceptibility

e . . . increased, both
are stabilising, the situation on the US residen- %2 ied
States ...

_..andincreas- As g consequence, the risk of banks suffering
ing banks’ risk of

loan defaults

losses on loans secured by commercial real
estate has increased sharply. In the United
States, small and regional banks are expected
to suffer especially large losses, as their port-
folios of commercial property in proportion to
their equity capital are higher than for big
banks. In the US banking sector as a whole,
there has been a steep rise (from 1.6% to
7.9%) in non-performing loans as a percent-
age of commercial real estate mortgages held
on the balance sheet in the period since mid-
2007.2* There is no indication yet of a trend
reversal. This has the immediate consequence
that financial institutions face a heightened
risk of losses on investments in securitised
commercial real estate loans. These quite
frequently represent cross-border exposures,
which have increased sharply in recent years.?

tial housing market remains difficult. The on-
going tensions in the property markets com-
bined with the loss of jobs and income as a
result of the sharp cyclical contraction are mak-
ing it more difficult for households to service
existing debt. Loan delinquencies and foreclos-
ures continue to rise; at the current edge, this
is mainly affecting prime segment borrowers.
In addition, defaults on consumer loans are on

23 With the slump in commercial real estate prices, the
value of the collateral which enterprises have at their dis-
posal to secure loans naturally declines. This has a nega-
tive impact particularly on small and medium-sized enter-
prises.

24 See Federal Reserve Statistical Release, Q2:2009.

25 In the United States, just under a quarter (US$603
billion) of commercial real estate loans were securitised
at the end of the first quarter of 2009. At this point in
time, the securitisation volume in western Europe was
some €148 billion according to the Securities Industry
and Financial Markets Association (SIFMA). In its most
recent Global Financial Stability Report, the IMF said that
potential mark-to-market losses from securitised com-
mercial real estate loans totalled some US$137 billion.
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Chart 1.1.9
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the rise, especially credit card claims (see Chart
1.1.9). In view of the ongoing negative devel-
opments in the US labour market, this trend is
likely to continue in the foreseeable future,
especially given the difficult financial situation
in which many US households find themselves.
For instance, virtually no savings were made
from current incomes in the preceding boom
period. Debt had risen significantly both in ab-
solute terms and as compared to disposable

30| Financial Stability Review | November 2009

income.?¢ This leaves households very suscept-
ible to drops in income and wealth.

Several European countries, too, have seen
continued corrections in their residential hous-
ing markets, and households remain financially
susceptible. Households' credit quality differs
greatly from country to country, however.
The situation is particularly unfavourable in
the United Kingdom and in Spain (see also
Chart 1.1.1), where, as in the United States,
significant corrections in the real estate markets
(in other words net wealth losses) hit an already
highly indebted household sector.?’

Risks in credit risk transfer markets

The negative development of credit quality
since the onset of the financial crisis is par-
ticulary evident in the securitisation markets
(see also Chart 1.1.10). In recent quarters,
product classes based on commercial mort-
gages (Commercial Mortgage-Backed Securi-
ties: CMBS) and company loans (Collateralised
Loan Obligations: CLOs) have been increasingly
affected. Many CLOs come under pressure,
especially if their portfolios contain a large
percentage of credit tranches that proved par-
ticularly risky, such as those issued in the con-
text of leveraged corporate takeovers, of which
there were many in the years preceding the

26 Between the end of 1999 and mid-2008, US house-
holds’ (absolute levels of) debt had risen by 117%, while
mortgage debt had increased as much as 139%. Since
then, debt levels have declined slightly.

27 The average rate of house price decline in the United
Kingdom since the third quarter of 2007 (before a recov-
ery in 2009) peaked at 19%. This is comparable with the
correction witnessed in the early 1990s (-21%), which
was preceded by a property boom of similar proportions.
However, the UK household sector is now significantly
more leveraged than in earlier cycles; financial debt has
risen to 24% of net assets. Sources: Nationwide and
Office for National Statistics.

....and in several
European
countries

Situation on the
securitisation
market remains
difficult ...



... and continues
to put major
protection sellers
under pressure

crisis. Besides the unfavourable fundamental
dynamics, another reason for the extent of
downgrades was that rating agencies adopted
more cautious assumptions and estimation
methods to determine probabilities of default
and recovery rates during the crisis. With this
in mind, the recent normalisation of the valu-
ations of many securitised loans has yet to
prove sustainable. It has, to some extent, also
been supported by government aid pro-
grammes and is therefore not endogenous. An
even greater increase in corporate default
rates, defaults on commercial real estate loans
and by households over the credit cycle, and
the associated higher write-downs, remains a
serious risk for the securitisation segment as a

whole.

US monoline credit insurers, whose capitalisa-
tion proved too low during the financial crisis,
remain under considerable pressure. For in-
stance, as protection sellers, the two largest
monolines by insured volume, Ambac Assur-
ance Corp and MBIA Insurance Corp, face on-
going financial difficulties as a result of losses
on securitised assets. Poorer ratings for mono-
line credit insurers, which are increasingly
placing a question mark over the sector’s busi-
ness model, have already resulted in high
write-downs, particularly for European credit
institutions.?® To reduce the risk of further
mark-to-market write-downs, several credit
institutions have paid a premium to unwind
their hedge transactions with monolines or
have outsourced the portfolio hedged by
monolines to special-purpose entities. Overall,
the precarious situation of the monoline credit
insurers highlights the fact that the default of

major protection sellers on the credit risk trans-
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fer markets continues to represent a distinct
risk.2°

28 At the end of September, the rating agency Standard
& Poor’s (S&P) downgraded MBIA to non-investment-
grade status with a negative outlook. The business
model has therefore, de facto, been largely discredited.
To date, financial institutions’ global write-downs from
risk exposures to monolines total around US$65 billion.
29 For initiatives aimed at containing counterparty risk in
OTC derivatives markets, see also the chapter Learning
from the crisis, pp 69-83.
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Stability in the German
banking system

As a result of changed conditions in the wake
of the financial and economic crisis, the major
German banks with an international focus
found themselves collectively facing an enor-
mous need for adjustment. They consolidated
their balance sheets, lowered their leverage, in-
creased their capital and reduced their depend-
ence on funding through the wholesale markets.
Leverage was reduced mainly by scaling back
repo operations, which generate the greatest
procyclical, endogenous momentum (ie gen-
erated within the banking system itself). Owing
to a favourable interest rate configuration and
developments in the financial markets that were
fostered, not least, by government programmes,
operating income recovered markedly in com-

parison with the second half of 2008.

Credit risks are of particular importance for
future developments. The current situation in
Germany is characterised by non-financial cor-
porations’ and households’ sustainable level of
debt as well as by what is still a low level of
non-performing loans. Nevertheless, the global
crisis has dragged the German economy very
deeply into recession because of its reliance on
exports. This is putting a strain on the credit
quality of corporate borrowers. Furthermore,
market risks have increased sharply in the wake
of the financial crisis. German banks have to
maintain considerably more capital for the
event of unexpected losses resulting from
market developments. Interest rate risks are of
greater relevance again. Systemic risks were
apparent especially during extreme market
phases.
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Estimates of the potential need for write-
downs of asset-backed securities and loans
show that the losses from securitisation instru-
ments are likely to have already peaked. Be-
cause they lag the cycle, however, write-downs
on loans might yet again impair profitability.

Situation stabilised, challenges remain

Decisive intervention by central banks and fis-
cal policymakers has now stabilised the Ger-
man financial system (see also Box 1.1). The
foundation for a new start was laid initially by
the direct effects of the measures taken in
Germany — above all, extensive provision of
liquidity, guarantees for private savings deposits
by central government, and the injection of
capital into credit institutions as well as guar-
antees for bank bonds by the Financial Market
Stabilisation Fund (Sonderfonds Finanzmarkt-
stabilisierung or SoFFin). The banks are now
benefiting increasingly from the indirect effects
of an improvement in the economic situation.
For the time being, this has broken the feared
vicious circle of a weakened financial system
and a cooling of the real economy. The collec-
tive burdens of stabilisation are nonetheless
apparent in central banks’ bloated balance
sheets and prolonged higher government debt.
In addition, there is the risk of future negative
incentives if the financing behaviour of market
participants increasingly involves anticipating
the possibility of shifting losses on to the
state.

Stabilising
effects of
measures taken
by monetary
policymakers
and government
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THE CASE OF HYPO REAL ESTATE HOLDING AG (HRE)

Hypo Real Estate Holding AG (HRE) took over the
Dublin-based public sector financing bank Depfa in the
autumn of 2007. Depfa had become heavily involved in
maturity transformation with a view to enhancing its
low margins in the government financing business.
Following the takeover, HRE sought to reduce these
risks. While it managed to significantly lessen the mar-
ket price risks through swap transactions, it was unable
to secure adequate long-term refinancing owing to the
tense situation on the financial markets.

After the situation on the money market grew acute in
the wake of the insolvency of the US investment bank
Lehman Brothers on 15 September 2008, HRE was no
longer able to secure the necessary refinancing. As it
became apparent that HRE was facing imminent insol-
vency, the Federal Financial Supervisory Authority (Ba-
Fin) and the Bundesbank entered into discussions with
HRE and representatives of the financial industry be-
tween 26 September 2008 and 28 September 2008
(first weekend of negotiations) with the aim of putting
together a rescue package. At the end of these discus-
sions, the negotiating parties agreed on the first rescue
package in the amount of €35 billion against the provi-
sion of collateral by HRE, €20 billion of which was to be
provided by the Bundesbank and €15 billion by a syndi-
cate from the financial sector, additionally secured in
each case by a central government guarantee. In order
to ensure that any potential burdens would be shared
appropriately between central government and the fi-
nancial sector, it was agreed that the syndicate from
the financial sector should assume liability in the form
of a counter-guarantee vis-a-vis central government for
60% of all possible defaults up to a maximum amount
of €8 billion.

The following week saw further considerable turmoil
and functional disruptions on the markets. Thus risk
premiums on the money markets widened dramatically.
On the credit markets even euro-area government
bonds came under considerable pressure. Higher yield
spreads on certain government bonds, which Depfa
had provided to counterparties as collateral, led to
substantial margin calls. This, in turn, resulted in liquid-
ity outflows. HRE's liquidity situation deteriorated fur-
ther as a result of this unforeseeable worsening of the
crisis, despite the measures that it had taken. The ten-
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sion on the financial markets was compounded by the
downgrading of the HRE group by Standard & Poor’s
and the non-coverage of Depfa in the Irish government’s
guarantee for deposit-taking institutions. In order to
avert a moratorium being imposed, further negotia-
tions were held between 2 October 2008 and 5 Octo-
ber 2008 between representatives of the German gov-
ernment, the Bundesbank, BaFin and the financial
sector. They agreed to raise the liquidity facility to €50
billion. The additional €15 billion was made available
by the syndicate from the German financial sector
against the provision of collateral by HRE.

In the following weeks, HRE’s liquidity requirements
increased further, especially as — owing to the develop-
ment of the US dollar exchange rate, interest rates and
yield spreads for certain fixed-income bonds — HRE had
to provide counterparties with additional collateral. The
Financial Market Stabilisation Fund (SoFFin) therefore
granted HRE a guarantee line totalling €52 billion in
stages and has since taken over 100% of its shares. In
this context, the bank was provided with just under
€3 billion of equity capital. On 4 November 2009, a
decision was taken to inject a further €3 billion of capi-
tal and to extend the guarantee line until 30 June
2010.

There was no viable alternative to intervention in sup-
port of HRE. The insolvency of a banking group of this
size just two weeks after the collapse of Lehman Broth-
ers would have triggered a chain reaction, the cost of
which would have been several times higher than that
which the German government might incur from its
guarantees. Besides the direct consequences for HRE's
creditors, there was also a danger that German banks’
refinancing could have been severely impaired in the
wake of the loss of confidence in the German banking
system that might have resulted from an insolvency.
Given the large volume of Pfandbrief securities issued
by HRE, there was the added risk that the Pfandbrief
market would also have been dragged down.

The takeover of the bank by SoFFin in the context of a
squeeze-out was necessary in order to ensure HRE's
long-term stability. This was the only way to achieve a
sufficient level of legal certainty and flexibility for the
further restructuring process.
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Table 1.2

CHANGE IN THE BALANCE SHEET STRUCTURE®

Item

Claims on banks

Claims on non-banks

Debt securities

Shares

Stakes in affiliated enterprises
Other assets

Combined other assets
Liabilities to banks

Liabilities to non-banks
Securitised liabilities

Capital shown in the balance sheet
Other liabilities

Combined other liabilities
Balance sheet total

June 2007 Oct 2008
June 2009 June 2009 June 2009 Share'
€bn % % %
807 -29.4 -27.8 25
2,179 - 4.0 -10.2 25
1,177 - 7.7 - 95 13
97 -57.7 -234 3
11 - 1.1 -18.2 1
1,045 47.7 -25.8 30
182 26.3 -13.4 3
1,110 -29.6 -29.4 36
1,837 - 0.9 -11.2 23
1,121 - 94 - 34 5
175 27.4 8.6 3
1,055 42.8 -25.9 31
200 -15.3 - 73 2
5,498 - 49 -16.7

* Comprises a sample of 14 major German banks with an international focus. — 1 Percentage balance sheet change, Octo-

ber 2008 to June 2009.
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Government assistance is helping the financial
system to deal with incurred losses and to pre-
pare for foreseeable financial strains. As a result
of government intervention, an advantageous
situation has arisen with regard to the outlook
for operating earnings. A steeper yield curve is
bolstering net interest income. The banks are
benefiting through commission and fee income
from buoyant issuing activity by enterprises and
governments. Added to this are the positive de-
velopments in the stock and credit markets since
the second quarter of 2009, which have enabled
banks to improve their result in trading business.
Nevertheless, this development is fragile. At all
events, the banks would be well advised to
use the opportunity to raise risk provisioning,
strengthen their capital base, build up capital
buffers and further enhance their cost efficiency.
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The German banking system is facing major
challenges. Because they lag the cycle, write-
downs on loans may not yet have peaked. At
the same time — as is typical of a recovery in
the real economy — a reignition of credit de-
mand is likely. In the event of an upswing,
banks should be in a position to grant loans on
a scale that does not impede the upturn.” A
recovery that is only weak and also vulnerable
to disruptions and which disappoints the ex-
pectations of the financial markets would soon
lead to a fading of earnings potential. How-
ever, even if this were to happen, buffers built
up now would be an advantage.

1 See Deutsche Bundesbank, On the danger of a credit
crunch in the cyclical recovery phase, Monthly Report,
September 2009, pp 26-31.

Challenges for
the German
banking system
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Since the beginning of the turbulence in the
financial markets in mid-2007, the major Ger-
man banks with an international focus have
seen their combined balance sheet total fall by
roughly 5% to €5% trillion.?2 The collapse of
Lehman Brothers marked a turning point in
this respect. Up until then, the balance sheet
total was still rising — in some cases uninten-
tionally — as a result of taking off-balance-sheet
transactions back on to the balance sheet.
Since October 2008, however, there has been a
very marked fall of roughly 17% (see Table 1.2).

The structure of the cutback reflects the key
characteristics of the financial crisis. In particu-
lar, claims on and liabilities to banks as well as
equity holdings have been reduced. Since these
items are highly liquid, they were the easiest
for banks to scale back. The decline in inter-
bank business stems from the increase in per-
ceived interbank counterparty risks. To a large
extent, the reduction — especially in the case of
repo operations —is being made through highly
leveraged positions (see Box 1.2). Efforts to re-
duce counterparty risks, which are assessed as
being higher, are also revealed by the dispro-
portionately large reduction in German banks’
exposure to foreign banks, which shrank by
32% between September 2008 and the end of
the first half of 2009. This played a key part in
balance sheet contraction (see Chart 1.2.1).

Two special factors are crucial for interpreting
balance sheet developments. These were, first,
the sharp expansion of the items “Other bal-
ance sheet assets and liabilities” and, second,
taking assets (back) on to the balance sheet or
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the provision of liquidity facilities in the follow-
up financing of their own asset-backed com-
mercial paper (ABCP) programmes.3 The ex-
pansion of the items “Other balance sheet as-
sets and liabilities” since mid-2007 can be
explained by the fact that these items also
comprise the market values of derivative finan-
cial instruments, depending on whether the
bank is the seller or the buyer. Since the out-
break of the financial crisis, the rise in risk pre-

miums has meant that market values have

2 Unless stated otherwise, the analysis covers a sample
comprising 14 major German banks with an international
focus. The aggregate consolidated balance sheet total of
these institutions as of June 2009 amounted to around
€5.5 trillion and thus roughly 55% of the balance sheet
total of the German banking system as a whole.

3 Offloading toxic assets from the balance sheet on to a
newly established “bad bank” has not been a major fac-
tor so far. Guarantees for such instruments totalling up
to €32.5 billion have been received by some banks from
their owners.
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Box 1.2

THE RELATIONSHIP BETWEEN LEVERAGE AND THE REPO MARKET

Studies of financial cycles have shown that repo trans-
actions play an important role in the process by which
financial intermediaries adjust to changes in the market
value of their assets. Adrian and Shin (2009) show that
there is a close link between increasing leverage and the
growth of repo transactions.! This relationship can also be
observed for German credit institutions that are active in
the repo market.

Repo transactions reveal the systemic importance of the
endogeneity of liquidity risks for the propagation of the
financial crisis. Owing to higher haircuts on accepted col-
lateral as a consequence of various financial market shocks,
a mechanism evolved which played a key role in terms of
the negative feedback between market liquidity and
refinancing liquidity.2 As prices on many markets fell, caus-
ing the value of the securities pledged as collateral to drop,
investors that were financed through repo transactions re-
ceived margin calls. Lack of alternative financing then
forced many investors to sell positions into the falling
market in order to fulfil their obligations (loss spiral). As
the crisis progressed, rising haircuts again led to margin
calls and thereby exacerbated the loss spiral as asset posi-
tions had to be reduced further (haircut spiral). The shocks
in the financial markets therefore triggered a self-reinforc-
ing mechanism, which rises in intensity with the leverage
that investors were able to impose in their repo operations
with banks.

German credit institutions’ liabilities from repo transactions
with customers and credit institutions fell sharply by over
€270 billion by the end of 2008 — from their peak in mid-
2007 — which represents a hefty decline of 43%. The
group of big banks was hardest hit by the partial drying-up
of this secured money market segment with a drop of just
under 55%. Volumes have been at a relatively stable low
level since the beginning of 2009.3

The marked declines in repo operations can be explained
by the higher haircuts on accepted collateral or even the
exclusion of whole securities categories. Established mar-
ket practices in the repo markets have had a procyclical
effect during the crisis. In addition, the central banks have,
since the fourth quarter of 2008, been using repo opera-
tions to meet credit institutions’ resulting additional
liquidity requirements, and thereby had to substitute part
of the private repo markets’ business volume.

The co-movement of leverage ratios* and repo operations
has diminished during the current phase of the crisis,

1 See T Adrian and H S Shin (2009), Liquidity and Leverage,
Journal of Financial Intermediation, forthcoming. — 2 See
M K Brunnermeier (2009), Deciphering the Liquidity and
Credit Crunch 2007-2008, Journal of Economic Perspectives,
Vol 23, No 1, pp 77-100. — 3 Studies on the European repo
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REPO TRANSACTIONS AND
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however. In the short-term view, this can be explained by
the central bank intervention to secure the banking sys-
tem'’s liquidity, which has supported balance sheets. In the
longer term, ie after a gradual pullback by the central
banks, it is entirely plausible that the correlation between
leverage ratios and repo operations will become closer
again. If repo activity does not return to the peaks seen in
2007, as market players expect, this will have a moderat-
ing influence on the financial system’s leverage after the
crisis. An example of this are changed market practices in
big banks’ securities trade with customers. In the past, it
was usual practice for brokerage banks to re-use a certain
percentage of securities from customers’ margin accounts
as collateral to raise funds in their own repo operations.
Customers are increasingly prohibiting banks from apply-
ing this business practice, known as rehypothecation,
thereby ending repo operations based on this procedure.

market show a similar development; see International Capital
Market Association, European Repo Market Survey, September
2009. — 4 Leverage ratio is defined here as balance sheet
total/equity capital. — 5 For big banks and Landesbanken in
the period 2004 to 2009.
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been subject to extraordinary changes. Unlike,
say, US GAAP, the International Financial Re-
porting Standards (IFRS) allow the netting of
asset and liability items on the balance sheet
only to a very limited extent. As a result, the
balance sheets of banks that are active in this
line of business become considerably bloated,
especially in times of violent market move-
ments.* Between August 2007 and May 2009,
the volume of outstanding ABCP programmes
outside German banks’ balance sheets fell
from US$74.1 billion to US$23.2 billion. The
two special factors mean that adjustments
with regard to balance sheet and leverage
ratios in the German banking system are
significantly understated in comparison with
banks using different accounting standards.

There has nevertheless been a marked improve-
ment in capital adequacy (see Table 1.3) across
all capital components with the exception of
tier 2 capital. Assets contributed by silent part-
ners have increased by 67% to around €40
billion since mid-2007. However, this contains
roughly €21 billion in government assistance.
Without this help, such assets would therefore
have shown a decline.

The average tier 1 capital ratio is 10% and
ranges between 5.7% and 15.1%. It is now
near the overall capital ratio of 12.9%. This
means that the two capital ratios are well
above the statutory minimum figures of 4%
and 8% respectively. The importance of the
overall ratio, however, has diminished, as the
banks are now evidently already anticipating
narrower definitions of regulatory capital and

4 This is the source of one of the problems that arise in
international comparisons of leverage ratios.
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Table 1.3

COMPOSITION AND QUALITY
OF CAPITAL"

June 2007 -

Item June 2009 June 2009

12.9%
10.0%
€167.8 bn

1.6 pp
2.4 pp
18.3%

Capital ratio
Tier 1 capital ratio
Tier 1 capital

Assets contributed by silent

partners €39.5bn

67.1%

€21.2 bn
€52.5 bn

of which: government aid .
Tier 2 capital -24.9%

Share of risk-weighted assets in

9 —
total assets 30.5%

1.9 pp

Chart1.2.2
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* Sample of 14 major German banks with an interna-
tional focus. — 1 Weighted by the balance sheet total.
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higher capital requirements. The reduction of
Chart 1.2.3
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OPERATING INCOME"

risk assets and the increase in tier 1 capital ele-
ments have both helped to improve the tier 1
capital ratio. As a result, there has been a per-
ceptible fall in the leverage ratio, measured
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+60 ¥/\

+40 F—

e Profitability

== Operating income' H

Trading income
~40 Commissions and fees income
Net interest income

. . o N |
Besides capital adequacy, profitability is essen ey

tial for the risk-bearing capacity of credit insti-
200102 703 1 04 105 1 06 1 07 © 08 12009 tutions. Following poor results posted by many
banks in 2008, the performance of the moni-
Chart1.2.4 tored sample of German banks has shown an

INTEREST INCOME" improvement over the last few months (see
AND YIELD CURVE
Chart 1.2.3).

It should be noted in this context that both the Reclassification

% . of financial
10 Interestincome year-on-year and half-year results for 2009 have “*¢*
0.9 L .
08 been affected by the extended reclassification
0.7 Interest margin? options for non-derivative financial assets which
° €on dopted by the | ional Accounti
oo oo were adopted by the International Accounting
150 Standards Board (IASB) and approved by the EU
100 . . .
5 in October 2008. In the wake of the financial
v Y crisis, many markets whose efficiency is essential
2001 02 1 03 | 04 | 05 06 ' 07 | 08 2009 for fair value accounting were considerably dys-
functional, thus removing the basis for fair-value
%
i Yield curve in the bond market pricing. As a result, valuation was made easier
4 for the financial institutions by allowing them
29 June 2007
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DEUTSCHE BUNDESBANK respectively, had been reclassified. Of these re-
classification measures, 95% and 75%, respec-
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Box 1.3
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EVOLUTION OF THE FUNDING GAP IN GERMANY

The term “funding gap” denotes the ratio of non-
bank loans to non-bank deposits. A bank or banking
system must plug this gap via refinancing in whole-
sale markets. This can cause problems in times of
crisis if the wholesale markets suddenly dry up as a
result of massive uncertainty regarding the credit-
worthiness of counterparties.

Studies on banks’ funding show that the funding gap
increased significantly in many countries prior to the
outbreak of the financial crisis." In many cases,
banks have increasingly relied on alternative funding
sources, in particular they have resorted more to tap-
ping the capital markets. However, the internal
transfer prices which liquidity managers set for indi-
vidual business segments often did not contain ad-
equate premiums for the higher liquidity risk. Reduc-
ing this funding gap is imperative. Banks are therefore
likely to once again base their refinancing to a greater
extent on deposit business with retail customers.

Studies carried out by the ECB and the Bank of
England show an increase in big EU banks’ average
funding gap up to the second half of 2008. The size
of the funding gap of big (universal) banks in Ger-
many (and of the German banking system as a
whole) prior to the outbreak of the crisis amounted
to 1.4, which was just over 6% lower than the aver-
age value for big EU banks. Furthermore, the evolu-
tion of the funding gap over time shows that it has
been contracting for several years in Germany — from
a record high of 1.56 (spring 2001) to approxi-
mately 1.3.

The sharp reduction in the funding gap of German
big banks and savings banks in the second half of

1 See, for example, ECB, EU Banks’ Funding Structures and
Policies, May 2009, and Bank of England, Financial Stability
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FUNDING GAP?
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2007 is due both to a stagnating loan portfolio and
an increase in liabilities to non-banks. The escalation
of the financial crisis in September 2008 accelerated
the reduction in the funding gap. This can be at-
tributed even more so than previously to a rise in
liabilities to non-banks, whose demand for (govern-
ment-guaranteed) bank deposits has grown during
the crisis.

The German banking system thus differs significantly
from the average development of EU banks both
with regard to its pre-crisis level and the adjustment
which is already apparent. In Germany, a heavy reli-
ance on wholesale financing is characteristic less of
the banking system as a whole than of individual
institutions. Nevertheless, even a pronounced de-
pendence of individual banks on capital market fi-
nancing can create a systemic problem.

Report, June 2009. — 2 The term “funding gap” denotes the
ratio of non-bank loans to non-bank deposits.
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Chart 1.2.5
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tively, had already been taken at the end of last
year. Compared with year-end 2007, “available
for sale” assets have shrunk by 48%.

Interest income made a major contribution to
profits in the first half of 2009. Banks' refinan-
cing costs fell as a result of low central bank
interest rates, more liquid money markets and
growth in savings deposits — in which cen-
tral government’s guarantee for private sav-
ings undoubtedly played a part, too (see also
Box 1.3). A significantly steeper yield curve
since the fourth quarter of 2008 led to im-
proved earnings possibilities through maturity
transformation. Overall, the interest margin for
the analysed sample of major German banks
with an international focus has increased by
nearly 25% compared with the end of 2007
(see Chart 1.2.4).

For a few of the monitored German banks, the
comparatively high income from commission
and fees has recently made a key contribution
to consolidated operating profits (see Chart
1.2.5), which were boosted by the large number
of capital increases and bond issues in the past
half-year. These public offerings were mainly
large-volume government issues of bonds to
finance the fiscal stimulus packages. In addition,
enterprises with very high credit ratings have
recently been using the capital markets as an
alternative source of financing in the expecta-
tion of a more difficult credit environment. In
addition, German banks’ investment banking
arms have also been benefiting in the past few
months from the withdrawal of competitors
and the gradual easing in the capital markets.

Following large trading losses in 2008, the
monitored sample of banks again suffered

Conditions
favourable for
interest income

Comparatively
high income
from commission
and fees

Recovery in
trading income



Sustainability
of higher
profitability
questionable

Use profitability
for risk
provisioning and
strengthening
the capital base

marked losses in the first few months of the
current year. Nevertheless, these losses were
offset as early as mid-year owing to the recov-
ery in the financial markets (see Chart 1.2.6).5

Given the described advantageous set of con-
ditions, profitability in the German banking
system has generally stabilised. Nevertheless,
the situation could deteriorate again for some
income components. Interest rate risk has risen
as the yield curve has steepened. For com-
missions and fee income, reduced earnings
opportunities must be expected in future
in some areas of investment banking. The
volumes of investment banks’ higher-margin
operations, such as mergers and acquisitions,
private equity and securitisations, are still well
below their pre-crisis levels. Even under contin-
ued stable market conditions and given a sus-
tained improvement in the general economic
setting, these activities are highly unlikely to
regain the importance they had before the cri-
sis, especially as they were undoubtedly, to
some extent, also an indication of past ex-
cesses. For underwriting business, it remains to
be seen whether the current large volumes will
persist in the future. The recent stock market
recovery will not be able to maintain its current
pace, either. Looking at the downswing in
2002-03, which was of shorter duration and
considerably less pronounced than now, clearly
shows that trading income stabilises very halt-
ingly in times of recession and is very prone to
setbacks (see Chart 1.2.6).

Seen in that light, it is important that German
banks use the current improvement in profita-
bility for risk provisioning and strengthening
their capital base — as has already happened in
some cases — in order to be prepared for im-
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pending strains, especially from write-downs in
the banking book.

Credit risk

Against the backdrop of the economic crisis, gsgg;l'@k

credit risk is of particular importance at present.
Among the positive aspects of the debt situa-
tion in Germany is that non-financial corpora-
tions and households entered the global finan-
cial and economic crisis in a relatively favourable
position. Furthermore, developments in real
estate prices in Germany do not show any signs
of a bubble forming, which is limiting credit risk
in real estate financing. Problems of credit risk
are also being contained by measures to stabi-
lise the economy. In Germany, such measures
rest on a comparatively high degree of auto-
matic stabilisation by the social security and tax
systems. Developments in the financial situation
of households and non-financial corporations
have therefore been less dramatic than was
feared at the beginning of the year.

By contrast, the global financial and economic German

severely
by global slump

crisis has dragged the German economy deeply
into recession owing to the latter’s close
integration into the world economy. This has
placed a strain on the credit quality of German
firms, especially those heavily reliant on ex-
ports. On the other hand, this also presents an
opportunity to take part sooner, and on a

5 The trading results present a more mixed picture when
looking at the data of individual banks, however: while a
small number of German banks have steadily built up
their trading activities since the stock market low in early
March 2009 and have benefited accordingly from the
market recovery, other banks have conducted little
trading since the start of the year or have even scaled
back this line of business, resulting in low or even
negative earnings. See also the comments on the change
in the stock portfolio on p 35 and Table 1.2 on p 34.
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Chart1.2.7
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larger scale, in a global recovery than other

countries.

The slump in economic activity is reflected
only partly in the annual indicators of non-
performing loans in the German banking
system. On average, non-performing loans in
2008 were only slightly above their level in
2007, when they had reached a cyclical low
(see Chart 1.2.7). Among savings banks and
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credit cooperatives, which predominantly lend
to small and medium-sized enterprises (SMEs)
and households, they even showed a further
fall last year. By contrast, the portfolio of the
Landesbanken reveals a sharp rise in non-
performing loans. In the case of commercial
banks, which includes big banks, the percent-
age of non-performing loans was only some-
what higher than in 2007. It should be noted,
however, that loan defaults lag the economic
and credit cycles. This is also indicated by a
comparison with the downturn between 2001
and 2003, when the stock of non-performing
loans peaked in 2003. The recent recession is
therefore likely to be reflected in the data only
in the near future. It remains to be seen
whether the high 2003 level will be matched.
This will depend crucially on whether the un-
favourable scenario of a protracted downturn
occurs. At the beginning of the last credit cycle,
the level of non-performing loans was much
higher than in 2008, however, which means
that the current situation is more favourable.

Increased credit risks in corporate lending

At the end of September 2009, loans to en-
terprises accounted for more than 40% of
German banks’ total domestic lending (exclud-
ing government and interbank loans) (see
Chart 1.2.8). Owing to the dynamic growth in
investment activity during the last upswing,
this share is significantly higher than in mid-
2005, when the figure was just under 36%.

The single-borrower concentration of the ten
largest German banks showed a deterioration
on the year (see Chart 1.2.9). In 2008, for 25%
of the banks, loans to their 50 largest borrow-

Increased

importance
of loans to
enterprises

Higher
concentration
risks
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ers accounted for more than 160% of their
regulatory capital for solvency purposes. This
corresponds to an increase of 33.5 percentage
points compared with 2007. The 75% quantile
rose further in the first quarter of 2009. Con-
centration risks have therefore increased for
some big banks. This clearly indicates that the
risks of a rating migration have increased.

The crisis has not yet been reflected fully in the
indicators of non-financial corporations’ finan-
cial position. The reason for this is that corpo-
rate balance sheets were decidedly positive up
to mid-2008. To that extent, the currently
available data reflect their favourable starting
position at the beginning of the recession but
not developments since the turning point in
the autumn of 2008 that was marked by the
collapse of the US investment bank Lehman
Brothers. Corporate debt rose in 2008 overall
owing to the fact that investment was still
strong (see Chart 1.2.10). It stood at 161% of
gross value added, which means that it was
still lower than at the last cyclical peak (166%).
By contrast, the net interest burden as a per-
centage of the operating surplus remained
more or less unchanged at 5.6%.

The financial and economic crisis is now also
affecting many SMEs in Germany.® In the years
before the crisis, however, SMEs were highly
successful in using the positive business condi-
tions to strengthen their financial resilience
through cash flows from operations. With this
solid basis to work from, they are better pre-
pared to cope with the effects of the recession
than they were during earlier downturns.

6 Small and medium-sized industrial firms, in particular,
recorded a slump in orders and sales during this crisis.
See also KfW, Mittelstandsmonitor 2009, March 2009.
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Chart 1.2.8
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Chart 1.2.10
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Moreover, this strengthens their credit quality
and, therefore, their access to external sources
of funding, such as bank loans and borrower’s
notes. In the 2005-07 period, the share of own
funds in the balance sheet total rose from just
under 15% to more than 18%. In the case of
non-corporations among the SMEs, it rose by
4 percentage points to roughly 12%, and in
the case of incorporated enterprises it went up
by 2.5 percentage points to more than 25%.
In the period before the crisis, this reduced the
disparity vis-a-vis large enterprises by 4 per-
centage points. Reflecting this improvement in
SMEs’ capital adequacy, their debt to banks fell
by a further 3.5 percentage points to 26% of
the balance sheet total.

Nevertheless, the financial and economic crisis
has already left a clear mark on business insol-
vencies. Since the start of the year, insolvencies
have increased noticeably, rising by 14.8%
on the year in the first six months of 2009
(see Chart 1.2.11).7 The average default loss
was €1.15 million compared with €750,000 in
2008.

Other indicators of lending to enterprises, such
as the Bank Lending Survey, show that banks
perceive risk to have increased since the out-
break of the financial and economic crisis (see
Chart 1.2.12). This applies to general economic
risks as well as industry-specific and firm-
specific risks. It is striking that risk assessments
have been revised upwards more sharply for
large enterprises than for SMEs. One reason
for this could be that large enterprises have

7 The year-on-year comparison is based on data from
15 federal states since, in the first quarter of 2008,
insolvencies for 2007 were reported late by one large
federal state. The inclusion of this state would under-
state the actual increase.

Recent rise in
business
insolvencies

Perception of
greater risk



Recession-
induced
turnaround
in commercial
real estate

Stagnating
house prices

Further decline
in debt

been drawn into the maelstrom of the reces-
sion more strongly than SMEs. It may also be
the case that the surveyed banks doubt
whether new or follow-up financing for syndi-
cated loans to large enterprises will still be
available against the backdrop of the financial
crisis, and this is directly impairing large enter-
prises’ credit quality.

Steady development in real estate markets
overall

The German real estate market still appears
to be free of price exaggerations (see Chart
1.2.14). The credit risks in German commercial
real estate and residential housing may there-
fore be assessed as commensurately low, even
given a recession-induced turnaround in com-
mercial real estate. While vacant properties
were on a clear decline in the boom period of
2006-08 and peak rents were trending up-
wards, the first half of 2009 saw an increase in
vacant properties. There was a concurrent de-
cline in peak rents.

According to the Bundesbank’s figures, house
prices stagnated in 2008 in year-on-year terms.
Prices for newly constructed housing went up
slightly. The number of foreclosure sales in 2008
fell by 3.7% on the year. The market value of
housing sold in foreclosure sales was barely 7%
lower than in 2007. The housing market in Ger-
many is therefore decidedly stable.

Households’ credit risks still moderate

At just under 43%, loans to households ac-
count for the largest share of domestic lending
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1 Source: Argetra GmbH, Ratingen.— 2 Source:
Bundesbank calculations based on BulwienGesa AG
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houses. — 3 Weighted office area average in Berlin,
Dusseldorf, Frankfurt am Main, Hamburg, Munich,
Wiesbaden. Source: Jones Langlasalle and Bundesbank
calculations. — 4 First half of 2009 compared with
2008 as a whole. — o From 1999, figures in euro.
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+15

+10

(excluding loans to government and interbank
loans). Of this figure, 33% is for housing con-
struction. The rate fixation period for such
loans is predominantly longer-term. Household
debt has continued to decline and now stands
at 98% of disposable income (see Chart
1.2.15). The interest payment burden remained
virtually unchanged at 4.4%.

Households’ financial assets as a percentage of
their disposable income have shown a sharp
fall in 2008, from 198% to just under 185%.
This was due mainly to the sharp decline in eg-
uity prices. The loss in financial assets was, in
fact, greater than that after the New Economy
bubble burst at the beginning of the decade. A
comparison of the levels shows, however, that
households are now in a better position than
they were then. Furthermore, a positive factor
is that asset prices in the field of securities have
been trending upwards since the second quar-
ter of 2009.

In 2008, there was a year-on-year fall in con-
sumer insolvencies for the first time since the
introduction of the consumer insolvency pro-
cedure in 1999 (see Chart 1.2.16). This could
have something to do with a reduction of an
overhang that accompanied the introduction
of the consumer insolvency procedure. In the
first half of 2009, consumer insolvencies were
0.4% down on the same period of 2008.

One of the questions asked in the Bank Lend-
ing Survey is how far banks’ credit standards
are affected by the perception of risk relating
to expectations regarding general economic
activity and housing market prospects. As
might be expected, general economic risks
have been contributing to a tightening of credit

Fall in
households’
financial assets

First-ever fall in
consumer
insolvencies

Hardly any
increase in
perception of
risk specific to
housing market
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standards since mid-2008 (see Chart 1.2.13).
By contrast, there has been hardly any increase

Chart 1.2.15

HOUSEHOLDS’ FINANCIAL ASSETS

in the contribution to a tightening of credit AND INDEBTEDNESS
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to central and

castLuopean 1o these countries amounted to €129 billion,
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(see Table 1.4). Poland, the Russian Federation,
Hungary and Croatia account for a considerable
. * Source: Federal Statistical Office and Bundesbank cal-
part of this. However, exposure to east Euro- culations.
pean countries has declined by 10% compared DEUTSCHE BUNDESBANK

with September 2008, the month of the
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Lehman Brothers insolvency. Overall, the big
banks and Landesbanken — the key lenders in
this segment — reduced their exposure from
1.2 times their aggregate balance sheet capital
to a figure slightly below it. The balance sheet
data relating to selected central and east Euro-
pean reform countries (see Chart 1.2.17) show
that German banks have reduced their expo-
sure, especially to the Russian Federation, on a
large scale of more than €11 billion (over 32%)
since September of last year® This mainly
affected foreign assets denominated in US dol-
lars, which fell by the equivalent of €8.9 billion,

r just under 38%.% Assets denominated in
domestic currency fell to €3.0 billion. By con-
trast, euro-denominated loans increased by
nearly €800 million.

Table 1.4

GERMAN BANKS’ EXPOSURE
TO SELECTED CENTRAL AND EAST
EUROPEAN COUNTRIES®

Chart 1.2.17
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Sep 2008 Aug 2009

Country €bn %' €bn %'

Poland 37.2 31.7 38.2 28.3
Russian Federation 34.5 29.4 23.3 17.3
Hungary 24.5 20.9 22.8 16.9
Croatia 12.1 10.3 11.9 8.9
Slovenia 9.7 8.2 8.7 6.5
Czech Republic 8.5 7.3 8.2 6.1
Latvia 3.5 3.0 2.7 2.0
Ukraine 33 2.8 3.1 2.3
Romania 2.9 2.5 2.9 2.1
Slovakia 2.7 2.3 2.6 2.0
Lithuania 2.4 2.1 2.2 1.7
Bulgaria 2.0 1.7 1.7 13
Estonia 0.7 0.6 0.7 0.5
Total 144.0 122.8 129.2 95.9

* Including foreign branches and subsidiaries. — 1 Per-
centage share of the aggregate capital of big banks and
Landesbanken.
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non-banks may have been due in part to a
temporary wholesale funding problems in US
dollars, which contributed to a balance sheet
contraction through foreign assets. The central
banks used forex swap lines to counter the re-
duced liquidity in the swap markets and the
resultant wholesale funding risks in foreign
currency for European banks. These lines were
set up by the Federal Reserve with all the other
major central banks in order to service non-US
banks’ demand for US dollars.®

8 The relatively large percentage of German banks’
foreign assets denominated in US dollars is due to the
dollar's importance as an invoicing currency in the oil
trade.

9 The US dollar-denominated share was likewise 38%.
10 See also the article “Interaction between the Eurosys-
tem’s non-standard monetary policy measures and activ-
ity in the interbank money market during the crisis” on
page 87.

Problems

in wholesale
funding in
US dollars
affecting
exposure



Limited
vulnerability of
German banks

German banks’ vulnerability to this country risk
exposure to developing countries and emerging
economies is limited per se. Exposure to the
central and east European reform countries
amounts to no more than about 4% of the
aggregate portfolio of the big banks and Lan-
desbanken. As an additional contributory factor
in a setting where greater loan loss provisioning
is to be expected on the domestic side, however,
major defaults arising from lending to foreign
borrowers might still place a strain on the stabil-
ity of the financial institutions concerned and
thus impair financial stability as a whole.

Market risk

Sharp expansion
in market risks

Volatility surges
caused capital
requirements to
rise particularly
for banks active
in markets

Market risks expanded sharply as a conse-
guence, in particular, of the exceptional rise in
market volatility on the heels of the financial
crisis. German banks thus have to maintain
considerably more capital against unexpected
losses resulting from market developments
than they did before the financial crisis. Many
banks’ share price risks have slightly fallen
recently. By contrast, interest rate risks are
once again a major factor, especially for smaller
banks. The sharp drop in diversification effects
among banks active on the markets caused
systemic risk to build up, principally during
periods of market turbulence.

Market risk in the trading book much
higher

The regulatory risk buffers held by banks active
in the markets for market risks in their trading
books were, in the past, relatively low, espe-
cially relative to the amount of capital neces-
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Chart 1.2.18
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PORTFOLIOS

€m

Total capital requirements for market risk*
6,000

4,000

2,000

2006 2007 2008 2009

%
Quarter-on-quarter change
+60
Median .
+40 75% quantile?

+20

-20 -
25% quantile?

-40
2002 | 2003 | 2004 | 2005 ' 2006 ' 2007 | 2008 | 2009

1 Pursuant to Principle I/Solvency Regulation for banks
with their own market risk model. — 2 Value undershot
by 75% (25%) of institutions.
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sary to cover credit risk." As the financial crisis
unfolded, banks had to very substantially in-
crease their required volume of own funds. On
an average across all German banks using their
own market risk models, the relevant capital

11 In July 2009, the Basel Committee on Banking Super-
vision adopted changes to the rules for market risk in
the trading book. The new rules include extended capital
requirements for risk factors that had previously not
been included (eg default risk, event risk and migration
risk). Institutions have until the end of 2010 to imple-
ment the new rules.
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Risk reduction
by curtailing
proprietary
trading
identifiable only
in some areas
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Chart 1.2.19
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Regulation obtained from backtesting of the market risk
models developed by the following banks: Com-
merzbank, Deutsche Bank, Dresdner Bank, DZ Bank,
HVB and WestLB. Unweighted quarterly averages.
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requirements increased by around 170% be-
tween June 2007 and June 2009 (see Chart
1.2.18). In the fourth quarter of 2008 alone,
quarter-on-quarter growth in banks’ individual
capital requirements reached a median value
of just under 30%.

The drivers of this development were surges of
volatility in all asset classes, growing correlation
between asset classes and an expansion of
basis risk. During the financial crisis, banks’
internal diversification effects between the
various risk categories decreased. All in all, this
substantial increase in market risk has made
itself felt — with a certain time-lag — in a rise in
the capital requirements based on value at risk
(VaR). Nevertheless, some banks are exercising

a mitigating influence on the overall evolution

50| Financial Stability Review | November 2009

of market risk by being active in redimension-
ing proprietary trading segments that are espe-
cially risky; in the area of non-customer-driven
trade with credit risk products, risk mitigation
has been initiated.

A further relevant factor is that, for some
banks, explicit prudential supervisory add-ons
to capital requirements took effect. Since, in
many cases, the market turmoil showed the
limits of market risk models’ forecasting accu-
racy, a relatively high number of overshootings
occurred.’? The shortcomings of VaR-based
market risk models are revealed most plainly by
the fact that, in periods of calm on the markets,
they encourage banks to take additional risks.
In periods of crisis, however, they are highly
error prone. In addition, if banks react collec-
tively to changes in VaR-assisted risk assess-
ments, they amplify the crisis.'® The VaR mod-
elling of market risk thus vividly illustrates the
systemic dimension or, more precisely, the en-
dogeneity of systemic risk. The Basel Commit-
tee on Banking Supervision addressed this issue
in July 2009 by modifying the provisions gov-
erning the regulatory treatment of market risk
in the trading book. In future, VaR additionally
has to be calculated under stress. This leads to
a capital add-on which is likely to fluctuate less
strongly than when using the old procedure
(see also pages 74-75).14

12 Pursuant to section 318 of the Solvency Regulation
(Solvabilitatsverordnung), an overshooting has occurred

if the (hypothetical) loss on a one-day constant trading
portfolio exceeds the VaR calculated one day earlier. At a
prescribed 99% confidence level, an average of 2.5 over-
shootings may be expected within one year (250 trading
days). Supervisory add-ons can be imposed if a bank has
recorded more than four overshootings during this period.
13 See also International Monetary Fund, Global
Financial Stability Report, Do Market Risk Management
Techniques Amplify Systemic Risks?, October 2007.

14 This is intended to reduce the procyclicality of regula-
tory capital requirements. See Basel Committee on
Banking Supervision, Revisions to the Basel Il market risk
framework, July 2009.

Market risk
models at times
inadequate
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Not only market effects and portfolio shifts by
Chart 1.2.20

CHANGES IN MARKET VALUES
UNDER SELECTED SCENARIOS®
IN MARKET RISK STRESS TESTS

banks but also prudential measures determine
the increase in own funds requirements. The
slight easing of pressure in the financial mar-
kets in the second quarter of 2009 led to a
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multi-year lows (see Chart 1.2.19). The tripling -4
of the average risk-adjusted return between -6

2005 and 2007, moreover, shows particularly
clearly that risks were being underestimated in
the run-up to the crisis.
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* Each occurring intra-day; 31 March 2009, 31 March
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of the risk scenarios, see Deutsche Bundesbank Finan-
cial Stability Review 2007, “Stress tests: methods and
areas of application, pp 97 ff. — 115 institutions. —
2 Nine institutions.
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selected banks are annually prescribed extreme
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the credit and bond markets, exchange rates

and volatilities.”™ In order to assess the capacity
to bear the resulting losses in market value of
all balance-sheet and off-balance-sheet posi-
tions, liable capital at the time of the shock is
used as the reference variable.

The interest rate risk of medium-sized and
smaller banks is traditionally the most import-
ant type of market risk owing to their business
model, which is based heavily on deposit and

lending business. Unlike in the preceding two
years, the interest rate risks among this group

15 The Bundesbank is currently analysing 24 large and
medium-sized institutions from the following categories
of banks: commercial banks, Landesbanken, savings
bank, Sparda banks and regional institutions of credit
cooperatives. The banks were surveyed as at 31 March
2009.

16 The Basel coefficient is a measure of interest rate risk
in the banking book. It is calculated as the present-value
loss in the banking book resulting from a standardised
interest rate shock of (at present) 130 basis points up-
ward (or 190 basis points downward), and all banks are
regularly requested to provide information on this
variable.
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Chart 1.2.21
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* Each based on daily data from ten institutions that
use their own market risk model. — 1 Calculated as an
unweighted mean of the pairwise correlations of the
daily returns from proprietary trading over a moving
50-day window. — 2 Indicator of the degree of diversi-
fication of market risk within the German banking sys-
tem. The theoretical maximum value of the indicator is
one. A value of one denotes the absence of diversifica-
tion; a value of zero denotes complete diversification.
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of banks has increased perceptibly. In the ex-
treme scenario of an upward parallel shift of
the yield curve by 150 basis points at the end
of March 2009, this group of banks suffered
an average loss of just under 14% of its liable
capital (see Chart 1.2.20). This development is
affected mainly by the fact that maturity trans-
formation is currently more profitable and is
thus being used as a key source of income.
Owing to the increasingly steeper yield curve,
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banks are also assuming greater interest rate
risk from maturity differentials between assets
and liabilities. Since the yield curve has become
around 50 basis points steeper since the survey
date (end-March 2009), interest rate risk is
likely to have risen further of late. This is con-
firmed by information provided by numerous
smaller banks on their Basel coefficients.

The effects of interest rate shocks on commer-
cial banks and regional institutions of the sav-
ings bank and cooperative banking sectors are,
by contrast, much less severe and have re-
mained virtually unchanged on the year. A
parallel shift in the yield curve of 150 basis
points led, in past surveys, to a reduction in
this group’s liable capital of just under 2% on
average.

For most of the banks in the survey, share price
risks were down considerably on the year. In
the scenario of a global collapse in share prices
of 30%, commercial banks and regional insti-
tutions are currently only expecting a 1.2%
loss in the market value of liable capital, com-
pared with 5.8% in 2007. One reason for this
reduced loss lies in the smaller basis, because
equity investments that remained on the books
during the crisis are now valued lower. Another
is that many banks have also actively reduced
their equity positions.

A sharp expansion of risk premiums in the
credit and bond markets has had widely vary-
ing effects on the surveyed banks. Whereas

17 The influence of similar risk management systems on
market volatility is not a subject of analysis in this article.
18 See C Memmel and C S Wehn (2006), Supervisor's
portfolio: The Market Price Risk of German Banks from
2001 to 2004: Analysis and Models for Risk Aggrega-
tion, in Journal of Banking Regulation, Vol 7, No 3-4,
pp 310-325.

Interest rate risk
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banks and
regional
institutions
virtually
unchanged

Share price
risks down

Risks from
expansion of risk
premiums in
credit markets
distributed
heterogeneously



potential losses amounted in total to less than
3%, some banks’ loss risk was up to three
times that level. Exchange rate risk and volatil-
ity risk — expressed here as a 15% appreciation
or depreciation of the euro against all other
currencies and a 50% increase in the volatility
of interest rates, stock prices and exchange
rates — are still to be regarded as low, as in the
past few years.

Systemic risk more broadly diversified

DEUTSCHE BUNDESBANK

gies led in the first half of 2009 to a renewed
broader diversification of risks.

Liquidity risk

The liquidity situation of the German banking
system is currently less tense than at the end of
last year. This is evidenced by the data on the
liquidity situation collected weekly from a
number of banks, above and beyond the pru-
dential supervisory reports filed pursuant to
the Liquidity Regulation. According to these

liquidity situation

Moderate The correlation of the trading results of institu-

correlations of
trading results in
wake of tension

reports, the majority of reporting institutions
tions using their own market risk models in- have seen a significant improvement in their

creased in the wake of the tension in the fourth

System-wide risk

ground to a halt

quarters of 2007 and 2008."7 Given the avail-
able data (since 2001), this development is
relatively moderate, as the indicator value is
within the usual corridor of the past years (see
Chart 1.2.21).

Conversely, the banking sector’s aggregated
market risk position indicates an intermittently
strong decline in system-wide portfolio diversi-
fication. The diversification index used for this
assessment shows that, in the past, a consider-
able diversification effect existed during normal
market phases.’® In situations of extreme
market volatility, such as the fourth quarters of
2007 and 2008, however, these diversification
effects vanished altogether. This is precisely the
phenomenon of systemic risk (for more on this,
see also Box 1.4). The consequent system-wide
market risk of German banks active in the
market was thus disproportionately higher
during these periods. The normalisation of
market conditions and the withdrawal of some
banks from similarly constructed trading strate-

liquidity situation compared with the past
year.' On aggregate across all participating
institutions, liquidity reserves have risen by
around 30% since December of last year, both
according to a uniform supervisory definition2°
as well as in terms of net liquidity positions.?'

However, this also reflects the still prevalent
precautionary holding of cash balances by
financial institutions which are making use of
the temporary ample provision of liquidity by
the ECB. In addition, individual institutions
made productive use of the guarantees on
debt securities issued by SoFFin in their refi-
nancing policy.

A sign that the interbank markets are gradually
easing is that individual institutions have re-

19 Reported data from early November 2009 compared
with the previous year’s data (owing to a changeover in
the reporting format, this corresponds to early December
2008; using earlier points in time would render the
comparison inconsistent).

20 Cash, central bank balances (excluding minimum
reserves) and free (ie not yet pledged) eligible securities
(excluding the funds which are needed for payment
settlement/Clearstream or otherwise tied up).

21 Corresponds to the balance of inflows and outflows
of liquidity as well as the liquidity reserve.
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Box 1.4

APPROACHES TO MEASURING BANKS’ SYSTEMIC RISK

Contagion effects account for a significant percent-
age of systemic risks in the financial sector. This is
due mainly to the strong linkages between financial
intermediaries and to high information intensity in
the financial markets. The common maturity mis-
matches between credit institutions’ lending and
deposit business also contribute to systemic risk.
Problem segments can infect the whole financial
sector via different transmission channels.’

Direct contagion effects arise as a result of contrac-
tual relationships with insolvent financial institutions.
They lead to write-offs on loans to an insolvent bank
or the loss of insurance protection from credit de-
fault swaps.

Fire sales lead to falling asset prices, which then
cause contagion effects. The price collapse is dispro-
portionate to the fundamental value, particularly
among illiquid securities. As in the current crisis, this
can lead to major mark-to-market write-downs.

Information-based contagion effects lead to a with-
drawal of deposits if investors assume that certain
banks have invested in similar assets to those in-
vested in by the distressed institutions. Such a with-
drawal can also be triggered by conjecture that
institutions have lending relationships with the parts
of the financial system that are fraught with prob-
lems.

This box outlines some new quantitative approaches
to measuring the degree of integration within a fi-
nancial system and the resulting contagion risks. In-

1 See M Hellwig, Systemic Risk in the Financial Sector: An
Analysis of the Subprime-Mortgage Financial Crisis, preprints
of the Max Planck Institute for Research on Collective Goods,
No 2008/43. — 2 For a detailed overview of models of sys-
temic risk, see IMF, Global Financial Stability Report, Respond-
ing to the Financial Crisis and Measuring Systemic Risks, April
2009. — 3 For a detailed overview of network models, see
C Upper (2007), Using counterfactual simulations to assess
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terdependencies and correlations are the key fea-
tures of these new models and indicators. The
models fall into two different categories.?

— Network models that simulate direct contagion
effects resulting from contractual relationships.
Most of these models are focused primarily on
the interbank market.

— Statistical models that use correlations of banks’
market indicators to calculate conditional or
common probability distributions for stress
events (losses or total default).

The first step in developing network models for the
interbank market is to outline its specific network
structure as comprehensively as possible using a
matrix of bilateral interbank linkages.? Ideally, micro
data from central credit registers are used for this
purpose;* missing information must be drawn from
other data sources.> A sequential algorithm simu-
lates the contagion mechanism in the event of credit
defaults, thus determining the contagious defaults
in the network.® This depiction of default chains
constitutes a key methodological advantage over
other contagion models, which cannot capture sec-
ond-round effects. However, the fact that the
transmission mechanisms depend heavily on as-
sumptions regarding the size of the losses in the
event of a default limits the usefulness of this ap-
proach. As there is generally no available informa-
tion regarding the value of the assets or hedges, it is
necessary to rely on estimates which are mostly
imprecise. Moreover, many models are rather me-

the danger of contagion in interbank markets, BIS Working
Paper No 234. — 4 However, there are often certain reporting
thresholds. Credit lines or off-balance-sheet transactions are
not fully recorded. Data on foreign banks’ exposures to do-
mestic banks are almost always incomplete. — 5 If individual
data on loans are not available, the balance sheet total of all
exposures to banks is often distributed evenly across the bank-
ing system or categories of banks. — 6 For a suggestion on



chanical in the sense that they do not take account
of any adjustment strategies, such as a reduction of
credit lines.

Unlike network models, statistical models primarily
use market data to measure potential contagion ef-
fects in the banking system. The advantage of this is
that the information becomes available very quickly.
In addition, these models can take account of trans-
mission channels that do not function solely via
lending relationships. Conversely, however, this
means that no distinction can be made between the
different transmission channels and that second-
round effects are difficult to capture.

In recent years, two sub-categories of statistical
model have emerged. One derives measures of con-
tagion risk from conditional probabilities of default.
The first step is to use financial mathematics to derive
the usual (unconditional) probabilities of default from
observed market data, such as credit default swap
premiums, stock price returns and options prices.
Then, the expected probabilities of default are made
conditional on the occurrence of an external risk
event. This would typically be the default, or a high
realised probability of default, of a systemically rele-
vant institution.” This requires advanced statistical
methods such as quantile regression or extreme value
theory. A more recent development in such ap-
proaches is to relate the conditional probabilities to
the underlying distribution of the market value of
banks’ assets and to define a “stress event” as reach-
ing a certain value at risk.®

how to efficiently establish the equilibrium in financial net-
works, see L Eisenberg and T H Noe (2001), Systemic Risk in
Financial Systems, Management Science, Vol 47, No 2,
pp 236-249. — 7 “Co-movement” approaches that account
for extreme events can also be found in the area of capital
market research. See Y Malevergne and D Sornette (2004),
How to account for extreme co-movements between indivi-
dual stocks and the market, Journal of Risk, Vol 6, No 3,
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To date, these approaches have not taken account
of the fact that clusters of banks can also pose a
contagion risk. A second type of model therefore
attempts to estimate the multivariate distribution of
individual probabilities of default for the banking
system as a whole. As knowledge of the distribution
provides the full picture regarding (direct) contagion
risks, this kind of approach theoretically has a num-
ber of advantages. However, given the number of
degrees of freedom that such approaches allow,
they require data of a very high quality and quantity.
In practice, as these conditions often go unmet, as-
sumptions of varying degrees of restrictiveness are
made in order to reach robust conclusions. Broadly
speaking, two approaches are possible here. In one
approach,® the individual unconditional probabilities
of default are estimated on the basis of market data
for a certain period of time. Then, these data points
are used to calculate the multivariate density of the
probabilities of default. As an alternative to direct
estimation, the underlying market processes can be
modelled more intensively, which has the advantage
of reducing the number of degrees of freedom. One
approach is to use structural default models, which
assume that a bank will default precisely at the point
when the market value of its assets falls below the
balance sheet value of its liabilities. If the market
values are understood to be intercorrelated stochas-
tic processes, conclusions regarding contagion risks
in the system as a whole can be drawn on the basis
of the common distribution of market values.®

pp 71-116. — 8 See T Adrian and M Brunnermeier, CoVaR,
Federal Reserve Bank of New York, Staff Report No 348,
August 2009. — 9 See also M A Segoviano and C Goodhart
(2009), Banking Stability Measures, IMF Working Paper,
No 09/4. — 10 See also H Elsinger, A Lehar and M Summer
(2006), Using Market Information for Banking System Risk
Assessment, International Journal of Central Banking, Vol 2,
No 1, pp 137-165.
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turned the guarantees. Since early 2009, insti-
tutions’ liquidity hoarding has also been on a
trend decline, which has manifested itself in a
declining volume of all open market trans-
actions outstanding and in the deposit facility
(see Chart 2.1.6 in the article). Liquidity hoard-
ing is likely to continue to decline once the situ-
ation in the financial markets has become sus-
tainably stable and central banks have begun
to exit from their extraordinary liquidity opera-
tions.

Loss estimates

Unabated great
interest in
estimation of
banks' losses

Losses in value
of securitisation
instruments
driven by market
price changes, ...

In the wake of the financial and economic
crisis, financial institutions had to make exten-
sive write-downs on their holdings of credit
securitisation instruments. Increasingly, also
loan books are suffering from impairments and
need to be value-adjusted accordingly. The ris-
ing interest in the amount of further potential
losses remaining on banks’ balance sheets has
prompted numerous estimates since the onset
of the crisis (see Box 1.5). Based on informa-
tion from surveys by the Deutsche Bundesbank
and supplementary information published by
the individual financial institutions, estimates
for the German banking system are shown
below.

Market value losses from securitisation
largely accounted for, ...

Current information on the nominal and book
values of individual components of major
German banks’ securitisation portfolios has
been used to determine mark-to-market losses
instruments.22

for securitisation By cross-
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checking this information against market price
movements since January 2007, it is possible
to deduce the extent to which falls in market
prices have already been taken into account on
the balance sheet and what potential need for
further write-downs still exists (see Chart
1.2.22).%2 As things now stand — and taking
market price recoveries in some segments into
account — German banks face further losses on
their balance sheets of between roughly €10
billion and €15 billion. This would imply that
the majority of market value losses on securiti-
sations have already been realised.

It should be noted that this estimate represents
a “snapshot” and is strongly contingent on
the assumed market price developments.?* To
illustrate this, one instance of price recovery in
the high-yield segment of the corporate credit
market of about 10 percentage points against
face value is by itself enough to reduce portfo-
lio losses by around €4 billion. Assuming that
the ongoing recovery in financial market prices
since early 2009 continues, losses in the overall
portfolio are likely to keep falling. However,
the losses might also be overstated by the fact

22 CMBS/RMBS, Consumer ABS, CDOs/CLOs and Other
Securitisations have been included as individual compo-
nents. Where possible, a distinction was made by origin
of the assets in the collateral pool as well as by credit
rating when weighting market prices.

23 A problematic aspect here is that international ac-
counting standards allow credit institutions to use their
own valuation models in order to calculate securities
prices in illiquid markets. These frequently vary widely in
terms of assumptions and inputs and therefore also in
terms of their results. The lack of sufficiently detailed
information on asset class, credit ratings, vintages,
geographical origin or denomination creates additional
data problems.

24 The use of market values is problematic, especially in
illiquid market segments, because they may significantly
understate the actual economic fair value. This problem
is exacerbated by the fact that, in some asset classes,
such as collateralised debt obligations (CDOs), no stand-
ardised instruments are traded and the valuation proced-
ures depend on individual contractual circumstances.
The segment mentioned here also comprises a variety of
different CDO structures (CBOs/CLOs, synthetic CDOs,
CDOs of ABS, CDOs squared, Other CDOs).

... establishing
market value
losses therefore
more of a
snapshot view



Box 1.5
DEVELOPMENT OF LOSS ESTIMATES

In autumn 2007, the IMF published one of the first
estimates of losses arising from the financial market
crisis. As the adjacent, by no means complete, chart
shows, a large variety of results have been produced
over time. The mostly very different sample groups,
inconsistent data sources for market prices and di-
verging forecasts for economic development make
it difficult to compare the individual estimates.
However, a common trend can be discerned: esti-
mates initially rose dramatically but are now cau-
tiously receding. This is due to the market prices of
many asset classes recovering from their early-2009
lows, as well as the revisions that have been made
to growth forecasts in recent months. The volatility
of the individual estimates over time is also con-
nected to the specific estimation approaches.
Whereas the Bank of England (BoE) only takes into
account the mark-to-market losses in securities, the
other estimates also forecast and include write-
downs on loans for 2009 and 2010. Furthermore,
Roubini Global Economics (RGE) and McKinsey
confine their approach to the evaluation of losses
on US assets, whereas the approach applied by,
among others, the ECB and CEBS, who use single-
entity information, also takes into account losses
from assets of other origin. With regard to the vola-
tility of the key input factors for the estimates
— market prices and GDP forecasts — it should be
noted that the resulting estimates are to be inter-
preted more as point-in-time “snapshots”.

The ECB and CEBS base their calculations exclusively
on euro-area banks. The global approach of the IMF
also emphasises the specific losses of Eurosystem
banks. In addition to economic developments and
the movement of the market prices since the start of
the year, in this respect too, the deviations in the re-
sults are due to significant differences in approaches.
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Sources: Bank of England (BoE), IMF, ECB,
McKinsey, Roubini Global Economics (RGE),
Committee of European Banking Supervisors
(CEBS).

For example, in contrast to the preceding results, the
IMF's lower estimate of September 2009 makes
greater use of single-entity information. The changes
in the results over time therefore reflect — alongside
developments in the markets and in the real economy,
which have to be tracked and understood — the
learning effects and progress with respect to both the
methodology and the data sources used. More and
more improvements in the quality of the estimates
have thus been made. However, it is difficult to make
an intertemporal comparison of the results.
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Chart 1.2.22

A COMPARISON OF ESTIMATED
CHANGES IN VALUE
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Sources: ECB, IMF, ESF, Markit, Bloomberg, Citigroup,
RGE and Bundesbank calculations. — 1 Credit card and
auto loan ABS. — 2 Contains pro rata synthetic and
true-sale CDOs and CLOs. The IMF does not calculate
loss ratios for CDOs separately. — 3 Calculation of
“total” for pure market price declines weighted by relat-
ive portfolio shares of German banks. — 4 Derived from
the ratio of book value to nominal value. As the nomin-
al values are not necessarily the cost prices, the depreci-
ation ratios given might overstate actual figures. —
5 Sample: German banks. — 6 Sample: euro-area banks.
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that nominal values may well diverge consider-
ably from the cost price of acquiring the securi-
ties. On the whole, estimates of the decline in
value for the various instruments diverge
sharply, and are significantly lower in the ECB
and IMF studies for the Eurosystem (see Chart
1.2.22).25
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... credit risks up

Empirical observations show that macroeco-
nomic developments as well as institution-
specific risk factors are key determinants of
credit risk. These insights permit a projection of
future losses in loan books using a panel regres-
sion model which simultaneously incorporates
historical data and information collected as a
cross-section of the observed banks. Based on
report data, the following empirical relation was
estimated for the German banking system:

Ln(Losses, ,,) = 0.92xLn(BST, ) ~0.18xNPLR , +
[0.89; 0.96] [-0.26;-0.11]

2.54xLR, ~10.03xAGDP
[2.39; 2.68] [-11.06; -9.00]

+ 23.9xAGDP
[18.6; 29.1]

xNPLR

t+1 t+1

-0.02xInterest1
[-0.04; -0.01]

+0.02xInterest10
[0.01; 0.03]

+u =51
[-6.00; -4.63]%¢

t+1 t+1

The losses in the loan book that are to be ex-
plained enter the forecast equation in logarith-
mic form (left-hand side of the equation). They
consist of impairments and write-downs as
well as allocations to loan loss provisions. Using
a series of macroeconomic indicators and
bank-specific figures (right-hand side of the
equation), this loss variable is projected for
2009 and 2010. GDP growth (A GDP) enters the
forecast equation with a negative sign. Benefi-
cial macroeconomic developments lower ex-
pected losses. Rising interest rates, especially

long-run interest rates, increase the interest

25 In its calculations, the ECB takes much less account
of securitised assets (for instance, no US CMBS, ABS or
CDOs), which probably results in lower values. Above all,
deviations in the assumed composition of portfolios may
also have led to the differences. The total value for the
ECB and IMF (see Chart 1.2.22) only includes the catego-
ries of instruments included in their own calculations
and has been reweighted accordingly.

26 Values in brackets reflect the 95% confidence
intervals of the estimated variables.

Econometric
estimation of
loan losses
based on
balance sheet
data

Panel estimate
takes account of
institution-
specific and
macroeconomic
explanatory
variables



Econometric
forecast forms
upper limit

of losses

burden on firms and thus their risk of insol-
vency. The sign of the ten-year interest rate
(Interest10) used in the equation is therefore
positive. The one-year interest rate (Interest1),
by contrast, reflects the economic setting,
which is not completely modelled by GDP
growth. Its sign is therefore negative. Not only
macroeconomic factors but also the specific
characteristics of the individual portfolios as
well as the individual financial institutions’
business strategies determine losses in credit
business. Key factors include not only the size
of the bank (expressed as a logarithmic balance
sheet total, BST) and the share of customer
loans in the overall loan book (lending ratio)
but also the riskiness of the assets. In the fore-
cast equation, this is approximated by the ratio
of non-performing loans to all loans (NPLR).
Their influence is non-linear in the equation
and depends on the cyclical economic environ-
ment. However, under normal circumstances a
higher riskiness of assets increases the risk of
future losses.?” Any remaining unobservable
institution-specific factors are modelled with a
cross-section-specific constant (u).2

Owing to the strong cyclical collapse, the
econometric model predicts an extraordinarily
high rate of write-downs on customer loans in
2009.2° However, a large percentage of the
losses will show up only over the course of the
fourth quarter. If the cyclical recovery continues
in 2010 as assumed, the annual losses will re-
vert to their long-term historical average (see
Chart 1.2.23).3% Since the econometric model
was calibrated on annual data, and credit
losses lag other cyclical developments, the
forecast pattern of write-downs may be biased.
The write-downs for 2009 might therefore
potentially be overstated, and those for 2010
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Chart 1.2.23
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understated. On the whole, this results in a
cumulative need for write-downs of just under
€75 billion by the end of 2010. However, all
estimations based on econometric models are
currently fraught with a very high level of un-
certainty. Owing to the unusual pattern of the
crisis, the depth of the cyclical collapse, and
also the exceptional monetary and economic
policy responses, the established relationships
may well be less stringent.

27 Negative GDP growth is a special case.

28 The institution-specific constant can be estimated
using panel econometric methods.

29 In line with the forecasts of the European Commis-
sion and German research institutions, GDP growth of
-5.0% in 2009 and +1.2% in 2010 is assumed.

30 Assuming economic stagnation in the coming quar-
ters will increase the estimated loss by several billion
euro.
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On the basis of assessments provided by bank-
ing associations as well as information con-
tained in banks’ published quarterly reports in
2009, the picture that emerges is, at all events,
clearly more positive: write-downs and impair-
ments grew relatively moderately in the first
half of 2009, and are only expected to peak in
mid-2010. On the basis of this more favourable
scenario, the purely econometric forecast was
adjusted such that the annualised losses of the
first half and the banking associations’ esti-
mates for the full year form the basis for the
20009 forecast. The model calculation continues
to be the foundation for losses in 2010. These
adjustments to the forecast indicate that the
potentially outstanding overall loss amounts to
around €50 billion.

The sizeable gap between the econometric
forecast and the adjusted forecast can be ex-
plained, for one thing, by the above-described
probable imprecision in the econometric model
based on historical relationships. However, it is
also possible that a currently positive trend in
operations led to an overoptimistic market
assessment of loss potential by associations
and banks. Trends in the following quarters
will therefore need to be observed precisely.

Write-downs in lending and securities business
could in some cases lead to problems with re-
gard to banks’ capitalisation. Wherever realised
losses lead to a reduction in capital, banks have
two types of measure with which to respond in
order to maintain their target capital ratio or to
increase it to meet new requirements: they can
either increase their capital or reduce their bal-
ance sheet total. However, since many banks
cannot simply increase their capital at will, this
could result in a shortage of credit that would
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create problems from a macroeconomic point
of view.3' To date, however, there have been
no signs of such a supply-side induced credit
crunch. The recent slump in lending to non-
financial corporations may be attributed largely
to the flagging dynamism of credit demand.32
It cannot be ruled out, however, that bank-
specific factors, which have previously been of
lesser significance, will acquire greater impor-
tance, particularly given the prospect of ever
more accentuated rating migrations. Renewed
supply constraints coinciding with a resurgent
demand for loans would pose a particular risk,
which would materialise especially if there is a
need to correct the currently optimistic assess-
ment that write-downs will remain moderate
despite the ferocity of the recession and if
financial institutions’ capital needs were to be
unexpectedly high next year.

It would not be appropriate, however, to con-
clude that there is a direct causal relationship
between expected write-downs and current
capital requirements since, initially, income
from operations is drawn upon to cover losses
incurred. The benign market conditions at
present mean that the outlook for profits is
appearing in a more favourable light than a
short while ago. The high level of market un-
certainty, however, makes it difficult to forecast
future earnings.?® In addition, it should be
noted that the use of national accounting
standards often permits banks to form forward-
looking provisions for losses. These provisions

31 See IfW, Szenariorechnung und Projektion Kredit-
vergabe Deutschland, Vorldufiger Zwischenbericht zur
Kurzexpertise fir das Forschungsvorhaben fe 28/09 des
Bundesministeriums der Finanzen, 2009.

32 See Deutsche Bundesbank, Developments in lending
to the German private sector during the global financial
crisis, Monthly Report, September 2009, pp 15-32.

33 See also the section Profitability beginning on p 38.

Loss estimates
cannot be tied
directly to need
for capital



can then initially be run down if banks realise
losses. This would leave their capital base in-
tact.34

Creditworthiness indicators

German banks’
credit default
swap premiums
recently lower

During crisis,
markets’
assessments of
German banks
better than
industry average

Market expectations about German banks’
credit quality are reflected in their credit default
swap premiums. In mid-November 2009, they
were well below their peaks of early 2008 and
early 2009. Despite extensive government
assistance measures, however, the default risk
is currently being assessed as much higher than
prior to the financial crisis and also as a bit
higher than during the first wave of the
financial market turbulence in the fourth quar-
ter of 2007 (see Chart 1.2.24).

Compared with a group of 25 large European
financial institutions, the credit default swap
premiums of which are contained in the iTraxx
Europe Senior Financials Index, the default risk
of German credit institutions during the initial
waves of the financial market turbulence in the
third quarter of 2007 and partly also in the
second quarter of 2008 was rated as higher
than average. In the wake of the escalating
crisis — the months following the Lehman
insolvency and once again at the beginning of
2009 — German institutions, by contrast, were
perceived as being more stable than other Euro-
pean institutions. As the current year has pro-
gressed, this relative advantage has been re-
versing — not because the markets perceive
greater risks in the German banking system
but because risks in other countries have sub-
sided more strongly.
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Chart 1.2.24
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Estimates of the savings banks’ and credit co-
operatives’ probabilities of default also reflect
the economic situation and the financial crisis
— even though they were affected far less
severely by falling securities values than were

34 These include, in particular, the risk provisions pursu-
ant to section 340f of the German Commercial Code
(Handelsgesetzbuch, HGB), which do not have to be dis-
closed on the balance sheet and offer a cross-offsetting
option. A large part of the German banking system still
prepares balance sheets under the German Commercial
Code.
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Chart 1.2.25
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the more capital-market-oriented institutions.
The Bundesbank’s hazard rate model for esti-
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mating these probabilities of default uses, in a
logit regression approach, a variety of bank-
specific variables on profitability, solvency and
the credit and market risks incurred, as well as
macroeconomic factors. The networked insti-
tutions’ default probability is given as one of
five risk categories.?®

At the current end, the worst risk categories
are expanding considerably (see Chart 1.2.25).
On an average of both categories of institu-
tions (which currently make up just over one-
quarter of the aggregate balance sheet total of
the German banking system), the percentage
of banks in the lowest two risk categories
recently rose from 19.4% to just under 30%.
One of the main drivers of this increase was
the business climate, which remained extremely
gloomy up until the second quarter of 2009. In
a historical comparison, however, the wors-
ened creditworthiness of the networked insti-
tutions appears relatively moderate. The rates
of change indicate, firstly, that credit quality
likewise fell at the beginning of this decade.
Secondly, a comparison with 2001, which
was a difficult year for the banking sector,
shows that current levels of creditworthiness
— especially among cooperative banks — are
significantly better.

35 See also Deutsche Bundesbank, New specification of
the Bundesbank’s hazard rate model, Financial Stability
Review 2007, Box 1.11, p 78.

Credit ratings of
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and credit
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down
moderately



Limited impact
up to now

Stability in the German
insurance industry

In principle, insurance companies are signifi-
cant investors in the financial markets. Con-
versely, financial markets are strongly impacted
by developments on the part of insurers. This
was particularly apparent in the case of the US
insurer American International Group (AIG).
German insurance companies have been com-
paratively little affected by the financial crisis.
In 2008, life insurers’ net return on investment
nevertheless fell below the level of current
interest on policyholders’ credit balances, thus
leading to a reduction in the bonus and rebate
provisions. A difficult set of circumstances is
developing, especially looking ahead to the
longer term. Earnings expectations are lower
than before in view of poorer medium-term
growth potential and a possibly protracted
phase of low interest rates, while the guaran-
teed interest rate in insurers’ portfolios is falling
only gradually.

Impact of the crisis has become noticeable
for the insurance industry ...

German insurance companies came through
the early stage of the crisis virtually unscathed
owing to their very low exposure to struc-
tured products. However, as the financial
crisis evolved into an economic crisis, insurers
began to feel the effects, albeit hitherto to a
limited extent. To illustrate this: the volume of
gross premiums written by life insurers has
risen less markedly than in previous years.
Although no German insurer has had to take
recourse to government support, the industry
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is nonetheless profiting indirectly from the
assistance measures offered to credit institu-
tions, in which parts of its capital investments
are held.

For the longer term, however, a difficult set of
circumstances is developing, intensified by the
after-effects of the crisis. Firstly, in the medium
term, growth potential in Germany is likely to
be assessed as being lower than before the
crisis.” This will lead to reduced earnings ex-
pectations, including for insurers. Secondly, in
the unfavourable event of a lengthy period of
stagnation, interest rates are likely to remain at
a low level. The pressure that this will place on
earnings will be set against the guaranteed
interest rate in insurers’ portfolios, which is
declining only gradually. This will affect indi-
vidual life insurers to varying degrees, however.
If the insurance companies increasingly seek to
ease the pressure on earnings by switching to
higher-yielding investments, they will also ex-
pose themselves to higher credit risks, such as
in the case of corporate bonds.

Insurance companies can be impacted by the
crisis mainly through two channels: net invest-
ment income can be depressed by low interest
rates and increased write-downs, while in cur-
rent operations revenue may fall or claims may
rise. In fact, both channels indicate that there
are strains. For example, life insurers’ net return
on investment has fallen well below the level

1 See also “Macroeconomic risks” on pp 14 ff.

Difficult
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current
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Chart 1.3.1
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of current interest on policyholders’ credit bal-
ances.2 The current operations of the individual
insurance sectors have been affected in differ-
ent ways. For life insurers, for instance, the
effects of the crisis last year meant, amongst
other things, fewer new contracts. In the case
of credit insurers, the economic crisis is making
itself felt through a noticeable rise in claim ex-
penditure.
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... through net investment income ...

In the second quarter of 2009, life insurers’
capital investment holdings amounted to around
€700 billion, for the most part fixed-income
securities and loans.? A significant portion of
life insurers’ investments are placed with credit
institutions.*

Risks are limited by means of strict investment
rules. Insurance companies may commit up to
35% of bound assets to more risky invest-
ments, particularly equities, profit participation

rights, claims arising from subordinated

liabilities and hedge funds. However, life in-
surers — similar to the other insurance sec-
tors — make only very limited use of this scope
for investment. The current risk asset ratio is
13.3% (2007: 16.2%).5 Equities as well as
subordinated loans and profit participation
rights account for the largest shares (see Chart
1.3.1).

Therefore, during the crisis, life insurers bene-
fited from having undertaken very few risky
investments. In 2008, they placed 2.7% of their

2 Net return on investment covers all income and
expenses in relation to investment. Income and losses
from the disposal of assets as well as write-downs on
securities and shares in pooled investments are therefore
also included in the calculation. Current interest on
policyholders’ credit balances comprises the guaranteed
return as well as ongoing profit participation.

3 In the second quarter of 2009, primary insurers’
investment portfolios totalled approximately €1.1 trillion.
See BaFin, Kapitalanlagen der Erstversicherer — 2. Quartal
20009.

4 In the second quarter of 2009, for example, approxi-
mately €166 billion was invested in Pfandbriefe, munici-
pal bonds and other debt securities issued by credit insti-
tutions (around 24% of all capital investments). A fur-
ther €115 billion (about 16% of all capital investments)
was invested in the form of loans against borrowers’
notes, registered bonds and time deposits held with
credit institutions. See BaFin, Kapitalanlagen der Erstver-
sicherer — 2. Quartal 2009.

5 Health insurers: 10.1%; non-life insurers: 15.9%;
pension funds: 13.1%,; all sectors together: 13.1%.

See BaFin, Annual Report 2008, April 2009. All data for
2008.
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Reduced equity
exposure

Net return of
3.55%

Guaranteed
return of 3.40%

total capital investments in private equity hold-
ings, asset-backed securities (ABS), credit-linked
notes (CLN) and hedge funds (see Chart 1.3.1).

In 2003, the equities ratio of German life insur-
ers still averaged around 9.2%. In the ensuing
years, the ratio was reduced for business strat-
egy reasons based on the lessons learned from
the bursting of the technology bubble. On
30 June 2009, only around 3.4% was still in-
vested in equities.®

Although a conservative investment policy
limits risks in capital investments, insurers — as
large institutional investors — are nonetheless
naturally not immune to developments in the
international capital markets. In 2008, the net
return on investment averaged 3.55% (2007:
4.65%).7 It was thus only marginally higher
than the average guaranteed interest rate and
considerably lower than the current return.
The net return was also boosted by balance
sheet relief for write-downs on investments.

In 2008, the average guaranteed interest rate
in life insurers’ portfolios amounted to 3.40%
(2007: 3.43%).8 The maximum technical inter-
est rate remains at 2.25%, although it applies
only to new business. Current interest on pol-
icyholders’ credit balances amounted to around
4.34% in 2008 and was thus distinctly higher
than the net return on investment. It was
therefore not possible to finance all current in-
terest payments through capital investments,
which inevitably led to a reduction in the bonus
and rebate provisions. It is highly unlikely that
this situation will be rectified in the near future
as the current return for 2009 is of a similar
magnitude.® It is therefore to be expected that

the bonus and rebate provisions will also shrink
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in this reporting period. It remains to be seen
whether, in this situation, individual insurers
will persistently pay out beyond their means
and will thus live from their assets.

In addition, life insurance companies have
avoided extraordinary write-downs by applying
section 341b of the German Commercial Code
(Handelsgesetzbuch) and valuing investments
according to the moderate — rather than the
otherwise usual strict — lower of cost or market
principle. This is conditional on the investments
being counted as fixed assets and able to be
held until maturity.’® It is estimated that a sig-
nificant number of German life insurers have
made use of this option and thus avoided on
average about 1.4% of write-downs on invest-
ments."" Write-downs must be reinstated if the
loss in value persists for more than 12 months.
There is thus a risk that the future net interest
return will be under strain.

6 2004: 7.4%; 2005: 8.5%; 2006: 8.5%; 2007: 8.5%;
2008: 4.8%. Source: German Insurance Association
(Gesamtverband der Deutschen Versicherungswirtschaft
e.V. or GDV).

7 See GDV, Statistical Yearbook of German Insurance
2009, September 2009.

8 See Assekurata, Marktstudie 2009: Die Uberschuss-
beteiligung in der Lebensversicherung, January 2009.
The study covered 67 life insurers with a market share of
around 73% (the 2007 study covered 71 life insurers
with a market share of about 80%).

9 On a market average, in 2009, the current return has
fallen only moderately across all tariffs and generations
by 0.08 percentage point to 4.26%. See Assekurata,
Marktstudie 2009: Die Uberschussbeteiligung in der
Lebensversicherung, January 2009. The study covered
76 life insurers.

10 Under the new provision, write-downs on securities
can be avoided if the book value is no more than 20%
higher than the fair market value at the end of the year.
Until now, the threshold had been 10%.

11 See Fitch Ratings, German Life Insurers — Sector
Update, March 2009. An average of 70% of the life
insurers rated by Fitch applied the provision to varying
degrees. Some insurers did not apply the provision at all,
while others avoided up to 3.8% of write-downs.

Application

of section 341b
of the German
Commercial
Code
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Chart 1.3.2
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sions.
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. as well as through current operations

Signs of the serious economic downturn also
became apparent in the German life insurance
companies’ current operations in 2008. The
number of new contracts fell by around 12%
to 6.7 million. The volume of gross premiums
written increased only slightly by 1.1% to
around €76%: billion. Growth in the preceding
years had been considerably stronger in some

cases.!?

Life insurers have benefited from the fact that,
as a rule, they do not have a liquidity problem.
Premium income is normally higher than the
payouts to policyholders (see Chart 1.3.2).

66 | Financial Stability Review | November 2009

The first half of 2009 saw an easing of tensions
in the premium revenue trend. German life in-
surers were thus able to expand their premium
revenue by 6.6% year on year, profiting from a
sharp rise in single premiums.'* A year-on-year
increase of 44% to around €8 billion was
recorded (first half of 2008: approximately
€6 billion). With a share of about 60%, the
majority of single premiums were in the area
of annuities. In respect of periodic premiums
under existing contracts, life insurers suffered a
decline of 1% to €29%: billion. New business in
contracts with periodic premiums was down
on the year. This development was to be ex-
pected as the final stage of government assist-
ance for “Riester” private pension plans was
reached last year, thus resulting in a special
effect in the first half of 2008. After adjust-
ment for this “Riester” effect, new business
periodic premiums declined by just under 10%
in the first half of 2009."

The sharp rise in single premiums and the
simultaneous fall in periodic premiums show
that the companies are operating in an increas-
ing volatile line of business. Minor changes —for
example, in the interest rate environment or
profit participation — can lead to strong fluctu-
ations in single premiums. Evidently, single
premiums are taken out more for reasons of
profit than protection.

12 See GDV, Statistical Yearbook of German Insurance
2009, September 2009. Of the €76.3 billion in premium
revenue generated in 2008, periodic premiums for pri-
mary insurance accounted for approximately €58.5 bil-
lion (+0.2%), single premiums for primary insurance
accounted for €12.2 billion (+4.2%) and supplementary
insurance premiums accounted for €5.5 billion (+4.6%).
See GDV, Geschaftsentwicklung 2008, Die deutsche
Lebensversicherung in Zahlen, July 2009.

13 With a single premium, the policyholder pays a pre-
mium for the entire period of insurance cover when the
contractual relationship commences.

14 See GDV, press release of 18 August 2009.

Marked increase
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of business
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In the first half of 2009, the cancellation rate
among life insurers — measured in terms of
volume — amounted to around 4% (2008:
4%)."> All in all, developments have been in
line with expectations. The probably modest
increase in the cancellation rate in 2009 shows
that the general economic crisis has not yet
induced households to terminate life insurance
policies to a greater extent than normal. How-
ever, a rise in unemployment could alter this
state of affairs. A significantly higher cancella-
tion rate would also have a negative impact on
the liquidity situation.

As the general economic crisis has progressed,
credit insurers have increasingly become the
focus of public attention. In the first half of
2009, a slight decline in the insured sums in
domestic trade credit insurance to around
€263 billion was reported (end-2008: €285
billion; end-2007: €268 billion). The fall in the
insured sums is currently in line with expect-
ations. It can also be qualified by the fact that
the volume of contracts in the entire industry
is, in some instances, diminishing just as
sharply. There is less demand for credit insur-
ance, and so limits and insured sums are being
reduced accordingly. Increases in prices and
costs are, nonetheless, also in evidence, which
means that it has no longer been possible to
conclude some particularly risky contracts. As
the number of insolvencies has increased, all
classes of credit insurance business have seen a
sharp rise in claim expenditure, while overall
premium income has stagnated. This trend will
continue in all probability. The combined ratio
after settlement could be pushed up from 78%
of late to around 120% (see Chart 1.3.3). It
remains to be seen how long individual insurers
will be able to cope with the strain of such a
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Chart 1.3.3
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high combined ratio. If the number of corpor-
ate insolvencies continues to grow, credit in-
surers are likely to scale down their range of
credit insurance products.

In September 2009, the Steering Committee
on Business Financing (Lenkungsausschuss
Unternehmensfinanzierung) decided to imple-
ment a “top-up” model.'® If private credit
insurers are no longer able to cover a part of
the risk of non-recovery owing to the crisis, the

15 Source: GDV.

16 The Steering Committee on Business Financing
makes decisions within central government'’s loan and
guarantee programme (“Business Fund Germany”

(" Wirtschaftsfonds Deutschland”)) on loans and guaran-
tees when certain thresholds are exceeded or which are
of fundamental importance. It comprises members at
state secretary level from the Federal Ministry of Eco-
nomics (chair), the Federal Ministry of Finance and the
Federal Ministry of Justice as well as a representative
from the Federal Chancellery.

Government’s
“top-up” model
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government will assume this function under
this model. However, the additional coverage
to be provided by the government shall, at
most, be equal to that provided by the private
insurer. €7 billion has been earmarked for
this purpose.

Reinsurers are also feeling the impact of the
financial and economic crisis. In 2008, the rein-
surance industry had to cope with, in some
cases, substantial cuts in net investment in-
come. 2009 has brought an easing of tensions
here owing to the general recovery in the fi-
nancial markets.

Two countervailing factors play a role for rein-
surers with regard to current operations. On
the one hand, a slowdown in economic activity
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tends to lead to a smaller volume of primary
insurance. This could likewise be mirrored in a
lower demand for reinsurance. On the other
hand, primary insurers particularly need to re-
duce their capital burden in times of crisis.
Their demand for reinsurance could therefore
be greater. With regard to premium income,
2009 has so far seen a year-on-year rise, on
average. The reinsurance industry has, in recent
years, already responded to more frequent and
extensively insured catastrophe losses by adapt-
ing both its risk assessment and risk modelling
methods with regard to natural catastrophes.
It has, in part, thus been better able to cushion
the impact of damage claims."’

17 See BaFin, Statistik der BaFin 2007/08, Ruckversiche-
rungsunternehmen, September 2009.
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Learning from the crisis

The crisis has vividly demonstrated that, in
order to safeguard financial stability, it is es-
sential to supplement the microprudential su-
pervision of individual institutions by a macro-
prudential approach that takes a system-wide
view. The macroprudential approach primarily
focuses on endogenous risks. These are caused,
inter alia, by the procyclicality of the financial
sector, the systemic relevance of large and
widely interconnected institutions and the
rapid evolution of financial innovations. On an
international level, concrete progress has al-
ready been made in combating a number of
weaknesses that emerged during the crisis.
The primary objective of the reforms is to
strengthen the resilience both of individual fi-
nancial institutions and of the financial system
as a whole. Moreover, there is a need to align
incentive structures — particularly those for
structured products — with the requirements of
stability as well as to improve the robustness of
the trading and settlement infrastructure and
to identify potential systemic risks earlier. This
should help to counter unwelcome develop-
ments more effectively in future and to mini-
mise the risk of financial crises, which invariably
entail a high cost to society.

Paths towards macroprudential supervision
and regulation

One of the most important lessons of the crisis
is that due account must be taken of the sys-
temic dimension of financial stability by taking
a macroprudential approach. However, discus-
sions regarding the nature of macroprudential
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regulation and supervision are still at an early
stage. Such systemic regulation must address
the following questions. What does a macro-
prudential approach entail and what are its
aims? What specific form should macropru-
dential supervision take?

Many of the current regulatory approaches
were forged by experience gained during pre-
vious crises. Until now, the predominant view
has been that the financial system can be con-
sidered stable as long as the stability of all of
the players is assured. Given the growing
prevalence of market-based funding, which
relates both to transactions and to the pricing
of risks, this approach is no longer adequate.
In addition, there is a danger that regulators
and prudential supervisors may tend to neglect
the big picture in seemingly stable times — par-
ticularly given that systemic crises are very rare.
Nonetheless, they cause considerable damage
to the economy, and this justifies investing in
preventative measures. The crisis has shown
that increased vigilance is warranted in appar-
ently placid phases, too, especially when risk
appetite is strong, volatilities are particularly
low and asset values are rising sharply.

Therefore, the existing microprudential ap-
proach has to be complemented by a wider
systemic vision in recognition of the fact that
the main focus of traditional solvency supervi-
sion — safeguarding the stability of individual
institutions — is not actually sufficient to ensure
the stability of the overall system. Rational be-
haviour of financial intermediaries at the mi-
croeconomic level may — particularly when

... traditional
regulatory
approaches

Stability analysis
at micro-
prudential level
insufficient
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many adopt similar positions — cause feedback
and contagion effects at a systemic level, lead-
ing to high macroeconomic costs. As the ulti-
mate disciplining measure, a fully viable finan-
cial system must also allow individual institu-
tions to go bankrupt. Where they impinge on
one another, the microprudential and macro-
prudential supervisory approaches may occa-
sionally lead to differing demands; in such
cases the systemic perspective must ultimately
take precedence.’

Solvency supervision and macroprudential su-
pervision follow different approaches. Solvency
supervision considers the risk factors to be
chiefly exogenous, ie originating outside the
banking system. It aims to limit institutions’
risk exposures through a set of common rules
(a level playing field). The focus is thus on the
vulnerability of individual institutions. Interlink-
ages with other parts of the financial system
are taken into account only if they constitute
direct risk exposures (in terms of market, credit
and counterparty risk) owing to contractual
relationships.

By contrast, macroprudential supervision fo-
cuses on endogenous risks, ie risks arising from
dynamic interactions both within the financial
system itself and between the financial sector
and the real economy. It analyses patterns of
behaviour and structures within the financial
system that can lead to malfunctions. However,
the systemic perspective is also required to
discover how exogenous shocks are trans-
mitted and amplified. Systemic risks reflect
disruptions and inefficiencies that occur when
the conduct of market participants — which is
rational at an individual level — leads to collec-
tively undesirable dislocations as a result of
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strategic interdependencies. Contagion risks
among the intermediaries in the financial sec-
tor are one major source of systemic risk (see
box 1.4 on pages 54-55). Another key source
are multiplier mechanisms or spirals related,
for example, to increases or reductions of
leverage or access to liquidity.2 A distinction
must be drawn between systemic risk, which
stems from the financial system and its way of
functioning, and systematic risk, which origin-
ates externally and is caused by fundamental
factors. Systematic risk generally affects all
market participants and cannot be eliminated
through diversification.3

The distinct microprudential and macropruden-
tial viewpoints sometimes lead to differing evalu-
ations. The term “diversification” is a case in
point. At a bank level, the aim of broad diversi-
fication is to avoid concentration risk in a port-
folio. At a systemic level, by contrast, diversifica-
tion denotes the objective of banks being ex-
posed to the various risk factors to different
degrees. The occurrence of a risk event should
not prompt a mass co-movement by the plural-
ity of banks in response. From a macroprudential
perspective, the homogeneity of portfolios or
behavioural patterns therefore poses a signifi-
cant risk to financial stability. In the event of a
crisis, this is directly reflected in a drying up of
liquidity, and this remains the case even if, from

1 Minimum capital requirements are a case in point.
From a microprudential perspective, they should be risk-
sensitive in order to increase the institutions’ solvency.
From a systemic point of view, however, a strong em-
phasis on risk orientation can lead to problems in the
form of procyclical lending.

2 For information on the liquidity spiral, see F Allen and
E Carletti, The Role of Liquidity in Financial Crises,
Jackson Hole Conference Proceedings, Federal Reserve
Bank of Kansas City, August 2008, pp 379-412.

3 In capital market theory, systematic risk is also defined
as market risk that cannot be reduced even if a securities
portfolio is optimally diversified.

Concepts of
“diversification”
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a microeconomic perspective, each portfolio
seems to be adequately diversified and the
conduct of each institution is rational on an in-
dividual level. For this reason, the increased im-
portance — owing to investment regulations,
accounting practices and prudential require-
ments — of external ratings to the financial sec-
tor, for example, is to be viewed critically as it
contributes to the homogeneity of risk assess-
ments.

Risk diversification at the systemic level can
therefore require intermediaries to be treated
differently according to their role in the system
as a whole or the externalities to which they
giverise. If an institution is systemically relevant,
whether because of its size or its degree of in-
terconnectedness, this at least implies that it
should be more stringently regulated and su-
pervised. The extent to which discretionary or
rule-based measures are required in such cases
is currently the subject of intense debate.

Compared with microprudential supervision —
particularly solvency supervision — the tasks of
macroprudential regulation are more difficult
to clearly define; while an individual institution
can be allowed to fail, public interest necessi-
tates intervention to prevent a collapse of the
financial system as a whole. Generally speak-
ing, safeguarding financial stability focuses on
the smooth functioning of the financial system.
This relates not so much to the financial sys-
tem’s technical and operational functionality as
to the goal of consistently ensuring an efficient
allocation — in the sense of value added in the
real economy — of aggregate capital and risks.
The overriding aim of macroprudential regula-
tion is thus the timely identification of systemic
risks to the financial system.
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The need to strengthen the macroprudential
perspective has given new impetus to interna-
tional discussions regarding the role played by
central banks in monitoring the financial sys-
tem. Although many central banks have the
sole mandate of ensuring price stability, the
crisis has made it clear that this objective can-
not be viewed in isolation from the stability of
the financial system. Smoothly functioning fi-
nancial markets are a prerequisite for effective
monetary policy and, by extension, for achiev-
ing price stability.

Central banks possess comparative advantages
of information and action as they combine
complementary elements such as responsibility
for systemic stability, oversight of payment
systems, their own refinancing operations,
their activities in the financial markets and their
presence in international committees. In addi-
tion, only central banks can perform the vital
function of the lender of last resort during fi-
nancial crises.® This in turn requires that central
banks constantly keep abreast of all institu-
tions’ solvency situations and of liquidity condi-
tions in the money market. They are therefore
better able to assess possible domino effects
than a separate supervisory authority.” Central
banks’ market proximity in the regulatory and
supervisory process clearly enhances their ca-

4 As in Tobin’s concept of “functional efficiency” developed
in J Tobin (1984), On the Efficiency of the Financial System,
Lloyds Bank Review 153, pp 1-15.

5 See J Peek, E Rosengren and G Tootell (1999), Is Bank
Supervision Central to Central Banking, Quarterly Journal
of Economics, Vol 114, No 2, pp 629-653, F Mishkin
(ed), Prudential Supervision: What Works and What
Doesn’t, NBER Conference Report, January 2001 and

P Sinclair, Central Banks and Financial Stability, Bank of
England Quarterly Bulletin, November 2000 pp 377-391.
6 See C Goodhart and D Schoenmaker (1995), Should
the Functions of Monetary Policy and Banking Supervision
Be Separated?, Oxford Economic Papers 47, pp 539-560.
7 See German Council of Economic Experts, Jahres-
gutachten 2007/08, sections 216 ff.

November 2009 | Financial Stability Review |71

Role of central
banks in macro-
prudential
supervision

Central banks’
comparative
advantages of
information and
action



Independence of
central banks
must be
maintained

Procyclicality ...

... caused by
accounting rules

and high
leverage

DEUTSCHE BUNDESBANK | Learning from the crisis

pability to identify disequilibria and proactively
counter potential pockets of instability.

Monetary policy, regulation or supervision in
isolation cannot effectively curb undesirable
developments in the financial markets. How-
ever, advantage can be taken of the above-
mentioned complementarities through greater
central bank involvement in the supervisory
process. Nonetheless, the transfer of additional
financial supervisory responsibilities to central
banks must crucially neither dilute their mone-
tary policy objective of maintaining price stabil-
ity nor jeopardise their independence.

Complex problems to be solved

Above and beyond the current crisis, macro-
prudential supervision will need to grapple
with a range of problems in the coming years.
One key issue is the procyclicality of the finan-
cial sector. In the past, herd behaviour com-
bined with the prevalence of short-termism
among investors has often led to debt-financed
asset price bubbles and overinvestment in cer-
tain sectors. These dangers may actually be
exacerbated by certain institutional frameworks
and supervisory regulations.

In this context, criticism has been levelled mainly
at accounting standards geared to mark-to-
market and fair value measurement and at the
new Basel I minimum capital requirements.
This is because institutions view equity capital
as a comparatively expensive source of funding.
An institution that wishes to maximise its return
on equity will thus aim to jack up its leverage
ratio. If assets are valued using mark-to-market
or fair value measurement, an increase in asset
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values will automatically expand the bank’s
equity cushion. The institution will attempt to
offset this by raising its leverage ratio through
additional lending or by purchasing assets.
During a crisis, this process operates in reverse
— and is generally far more intense. llliquid
markets can push market prices far below the
asset’s fundamental value (as measured by the
present value of cash flows). As the bank’s
equity capital decreases, it may be forced to
sell some of its assets and to cease lending.
Regulations oriented to the microprudential
level of individual institutions may reinforce
this process. Risk-sensitive capital requirements
can therefore mean that banks increase their
operations when credit risks fall and reduce
them as risks rise. In particular, the application
of measurement methods under which the
measured risks are closely correlated with the
business cycle poses a problem for financial
stability.

A macroprudential approach can address the
problem of procyclicality in a number of ways.
However, it should be borne in mind that fi-
nancial cycles can only be smoothed effectively
through interaction between prudential requ-
lation, accounting rules and monetary policy
("leaning against the wind”). One approach to
minimum capital requirements aims to induce
institutions to build up larger capital buffers
during upswings, eg through higher provision-
ing. In addition, risk-sensitive capital require-
ments can be supplemented by imposing
countercyclical capital surcharges. However,
the latter pose a supervisory problem; the
principal shortcoming of rule-based capital
surcharges is correctly gauging the current pos-
ition in the business cycle. Business cycles vary
both over time and from country to country.

Countercyclical
regulation
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For this reason, setting countercyclical capital
surcharges for international institutions operat-
ing in different markets is particularly problem-
atic. Furthermore, rule-based buffers have the
disadvantage that they might no longer be
perceived as such once they mutate into bind-
ing minimum capital requirements. Discretion-
ary measures can help to mitigate these prob-
lems. However, it is difficult to garner political
support for such measures in good times. Never-
theless, the move towards countercyclical capital
surcharges is essentially appropriate.

The interconnectedness of the financial system
presents further challenges for macropruden-
tial supervision. This is true of contagion effects
both across and within financial sectors. Inter-
sectoral interconnectedness poses the problem
of a possible regulatory divide. The type and
depth of regulation should essentially be de-
termined not by the sector to which financial
intermediaries formally belong but by their
function within the financial system. Given the
dynamic structural changes in the financial
system, it must be ensured that all systemically
relevant financial institutions, markets and in-
struments are adequately and continuously
supervised or regulated.

In order to ensure timely detection of potential
stability risks, any information gaps need to be
closed by imposing transparency requirements
on all parts of the financial system. This also
applies to participants in the “shadow banking
system” (eg off-balance-sheet investment and
securitisation vehicles, including for CDOs, and
non-bank financial institutions). Hedge funds
throughout the world should therefore likewise
be subject to appropriate reporting require-
ments. The fact that hedge funds primarily
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have business relationships with large, regu-
lated financial institutions is not a convincing
argument for a low level of supervision. It is
precisely these connections with systemically
relevant banks that make such intermediaries a
potential systemic risk factor.

A particularly important aspect of this intercon-
nectedness is the “too big to fail” or “too
connected to fail” problem. The collapse of
large or widely connected institutions can have
disastrous consequences for the financial sys-
tem. Financial intermediaries could exploit this
by intentionally gearing their business strate-
gies to growth and interconnectedness, thus
“banking” on a government intervention to
rescue them if they run into distress. Macro-
prudential regulation and supervision can at-
tempt either to directly prohibit institutions
from growing too large or to neutralise the
microeconomic advantages of reaching such
a size, which are clearly outweighed by the
macroeconomic disadvantages.® For example,
large institutions could be barred from operat-
ing in certain sectors. A systemic change from
the current universal bank model to a monoline
model would take this idea to its logical con-
clusion. However, the case of Lehman Brothers,
in particular, has shown how dramatic the
consequences of a collapse even of a monoline
investment bank can be. It would therefore
seem more appropriate to make the institu-
tions concerned pay for the negative externali-
ties of their rampant growth themselves. This

8 Empirical studies indicate that the motivation for con-
solidation among the larger banks is no longer rising re-
turns to scale but an expansion of market power and the
resulting margin increases. See D Focarelli, F Panetta and
C Salleo (2002), Why Do Banks Merge?: Some Empirical
Evidence from Italy, Journal of Money, Credit and Bank-
ing, Vol 34, No 4, pp 1047-1066.
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could be achieved, for example, by imposing
additional capital requirements, requiring con-
tributions to a guarantee fund or levying a tax
linked to holdings of certain liabilities (ie meas-
uring stocks rather than flows).®

Another approach would be to mitigate in ad-
vance the potential impact of a collapse of
systemically relevant institutions. To the extent
that this lessens the likelihood that such banks
would be bailed out in the event of a crisis, it
could reduce the incentive for dangerously
bloated growth. Such initiatives include efforts
to rethink the restructuring and winding up of
distressed large financial institutions in the event
of insolvency (see box 1.6 on pages 78-79).

An additional problem is the issue of how to
deal with the rapid pace of financial innovation
and the explosive turnover growth in some
market segments. While financial innovations
are essentially to be welcomed, they also entail
potential risks of both a microprudential and a
macroprudential nature. New financial prod-
ucts are particularly prone to magnify informa-
tion asymmetries; indeed, the products are of-
ten largely based on exploiting such asymme-
tries. Moreover, the potential returns from
financial innovations often stem from regula-
tory or tax arbitrage rather than macroecon-
omic efficiency gains. Financial innovations can
amplify endogenous systemic risk. The highly
complex resecuritisations which played a key
role in the global spread of the crisis that origi-
nated in the US real estate market are the most
recent example of this. The tranching of asset-
backed securities led to a situation in which it
was actually the holders of senior tranches
who faced the highest exposure to systematic
risks. This made them particularly vulnerable to
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rare but extremely damaging “black swan”
events (tail risk). The massive uncertainty that
has been the defining feature of the crisis
meant that these complex and opaque instru-
ments suddenly became illiquid and conse-
guently were no longer accepted as collateral
for repo transactions.

What fundamental lessons for future macro-
prudential regulation can be drawn from these
considerations? First, the development of fi-
nancial innovations — or, similarly, the emer-
gence of new financial market players — must
be monitored closely and undesirable develop-
ments must be nipped in the bud. An increase
in the complexity of instruments and a high
concentration of products among certain fi-
nancial intermediaries could be taken as the
first warning signs. Macroprudential supervi-
sion must seek to assess the potential implica-
tions for financial stability even though the
market players themselves often believe that
such developments will promote efficiency and
stability. Regulations imposed in the first stage
of an innovation cycle must be reviewed if
regulatory arbitrage becomes a main driver of
structural changes.

Extensive reform agenda initiated

Further analysis and ongoing discussion are
required before an adequate approach to
macroprudential regulation can be agreed
upon at international level. In some specific
areas, however, measures to restore financial
stability are already relatively well advanced. In

9 In terms of economic theory, this equates to imposing
a “Pigovian tax”.

... and possible
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many respects, material progress has already
been made and identified weaknesses have
been overcome. International efforts are
focused on the reform agenda which is being
implemented through the G20 summit process,
largely under the guidance of the Financial
Stability Board (FSB). The primary objective of
the reforms is to strengthen the resilience of
individual financial institutions as well as the
financial system as a whole. Moreover, it is im-
portant to make stability-oriented adjustments
to incentive structures, and to improve the
trading and settlement infrastructure as well as
international cooperation. Any new measures
must, where possible, be coordinated at inter-
national level. This is important both to ensure
a level playing field and to avoid regulatory

gaps and incentives for regulatory arbitrage.

Progress in strengthening the resilience of
financial institutions, ...

Increasing the risk buffers is pivotal for
strengthening the resilience of the financial
system. Tighter capital and liquidity require-
ments can counteract excessive leverage and
risky business models. When adjusting capital
identified
Basel Il must be eliminated. At the same time,

requirements, shortcomings  of
however, the principles of the framework must
not be called into question, particularly with
regard to their risk orientation. A number of
measures have already been initiated. The Basel
Committee on Banking Supervision, for ex-
ample, has already decided to increase the
inadequate capital requirements for certain risk
positions (risk coverage). For instance, the risk
weights of (re-)securitisations in the trading
book have been adjusted to those of the bank-
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ing book in order to prevent risks being shifted
to the trading book for arbitrage reasons.

The G20 summit in Pittsburgh, USA, in Sep-
tember 2009, reaffirmed the decision of the
Steering Committee of the Basel Committee
on Banking Supervision to develop internation-
ally coordinated rules to increase and improve
the quality of banks’ capital by the end of
2010. This should be seen in a fundamentally
positive light. When formulating the details, it
must be ensured, however, that sufficient
attention is paid to the specific features of
national financial systems and that the principle
of functional equivalence is applied. This, in
turn, must go hand in hand with fair competi-
tion between jurisdictions and capital instru-
ments. The crucial criterion for the definition
of tier 1 capital should be the loss sustainability
of the various capital instruments. Different
legal forms which serve identical purposes
should be treated equally.

The course the crisis has taken has also under-
lined the importance of adequate liquidity
standards. The temporary loss of confidence in
the solvency of key market players and thus in
the functional capability of the financial system
as a whole meant that liquidity, even more
than capital, became the crucial restrictive fac-
tor. Financial institutions’ resistance to liquidity
shocks should therefore be considerably im-
proved, which means that sufficient account
has to be taken of both refinancing and market
liquidity risks. International bodies tasked with
supervisory issues have recognised the need
for an appropriate liquidity cushion. For ex-
ample, the Basel Committee on Banking Super-
vision will publish new global liquidity standards
before the end of this year. The aim of these is

Improvement in
capital levels ...

... and liquidity
provisioning

November 2009 | Financial Stability Review |75



Special
requirements for
systemically
relevant
institutions

Capital base
must be
widened now

Improvement
in risk
management ...
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to safeguard not only systemic liquidity but
also the liquidity of individual institutions. Pro-
posals based on the CoVaR approach,’® in par-
ticular, are designed to achieve this goal.

The G20 have also agreed to monitor systemic-

ally important financial institutions more
closely. The systemic relevance of a bank is not
determined by its size alone. Its specific role
within the system also has to be considered.
The supervisory requirements for institutions
ought to be based on the systemic risks they
generate. The G20 have requested that the
FSB present a plan of action detailing potential
measures for ongoing supervision as well as
specific capital, liquidity and other supervisory
standards by the end of October 2010. This is
likely to focus on additional capital adequacy

requirements for institutions.

The options for strengthening the risk buffers
should not be considered in isolation, but in
terms of their cumulative effect. Moreover,
stricter requirements should become effective
only after a substantial economic recovery. A
premature tightening could up the pressure to
reduce risk positions and thus increase the
danger of a credit crunch. Notwithstanding
that, credit institutions should start making
substantial efforts to improve their resilience
now. One way of achieving this is to use cur-
rent profits, first and foremost, to strengthen
their capital base.

Important lessons must also be learned with
regard to the handling of banking risks.' The
crisis has revealed serious shortcomings in
many institutions’ risk management. Not all
major risks have been taken into sufficient
account, especially those transferred to off-
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balance-sheet special-purpose vehicles. Inade-
guate attention has likewise been paid to li-
quidity risks arising from maturity mismatches,
as well as risk concentrations and interdepen-
dencies. The lack of risk awareness shown by
many institutions was compounded by their
excessive trust in external ratings and by risk
measurement techniques which generally paid
no attention to less probable risks. Besides
eliminating the above-mentioned shortcom-
ings, the necessary improvements also include
allocating responsibility for risk management
to the highest management level. Financial in-
stitutions should also perform more stress tests
in order to identify their loss vulnerability,
including for the case of extreme situations
arising.

Furthermore, compensation regulations in the
financial sector must be adjusted, especially
with regard to the variable components of
compensation. The most common remunera-
tion practices have been characterised by
asymmetries in the payment function and pro-
vided an incentive to take disproportionately
high risks: short-term profit contributions have
been rewarded, whereas long-term risk poten-
tial or losses have mostly incurred no negative
consequences. The aim should therefore be to
gear banks’ compensation structures more
closely to a sustainable development in a way
that is compatible with incentives. In this re-

10 See T Adrian and M Brunnermeier, CoVaR, Federal
Reserve Bank of New York, Staff Report No 348, August
2009.

11 The Minimum Requirements for Risk Management
(MaRisk) have recently been amended in Germany to
bring them into line with international standards. The
new MaRisk are to be implemented by the end of 2009.
See also Deutsche Bundesbank, Amendments to the
new EU Capital Requirements Directive and the Mini-
mum Requirements for Risk Management, Monthly
Report, September 2009, pp 63-79.

...and
compensation
practices



Greater
transparency
needed to
strengthen
market
discipline, ...

spect, the decisions of the G20 summit in
Pittsburgh are very welcome. Based on stand-
ards developed by the FSB,'? they provide for
the linking of variable compensation compo-
nents to performance criteria and the stagger-
ing of payments. Guaranteed bonuses are
ruled out. Compliance with compensation
standards is to be monitored by supervisory
bodies and, where necessary, enforced by capi-
tal surcharges.

... greater transparency and adjusted
incentives, ...

In order to restore financial stability, greater
transparency is required in the international fi-
nancial system. This would help to foster mar-
ket discipline. Although market discipline alone
cannot prevent the build-up of systemic risks,
it can counteract excessively risky business
models and the formation of excessive risk
positions by individual market players. With
this in mind, the enhanced disclosure require-
ments for financial institutions, which are to
apply from the end of 2010 under Pillar 3 of
the Basel capital adequacy standards, are a
welcome development. This applies, in particu-
lar, to securitisation activities and risk exposures
relating to off-balance-sheet special-purpose
The G20's decision to
Basel Il in all key financial centres by the end of

vehicles. introduce
2011 is therefore a step in the right direction
not only from a risk perspective but also with
regard to transparency. To create more trans-
parency, the G20 have also increased the
statistical requirements with a view to identify-
ing and closing data gaps (see Box 1.7 on
page 81).
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Greater transparency is required at product
level, too. Responsibility for improving market
practices lies primarily with the market partici-
pants. Improved practices are needed to revive
the securitisation market and thus counteract
the persisting refinancing problems in the
banking sector and reverse the decline in lend-
ing to enterprises. Quality standards and incen-
tives in the securitisation process must be im-
proved significantly.’® Initial progress has al-
ready been made in this regard. For example,
the EU Capital Requirements Directive was
amended in such a way that the issuer of se-
curitisations is now forced to retain at least 5%
of the risk.' This retention should compel the
issuer to conduct a thorough credit analysis
before granting the loan and to monitor the
loan consistently following its distribution. It is
also worth considering whether this percent-
age risk retention should apply in vertical form,
ie across all tranches, in order to bring it into
line with the change in the correlation of de-
fault risks. Moreover, securitisations are to be
made less complex and also structured with
less leverage in future. More standardisation
would facilitate risk assessment for investors
and, at the same time, improve the tradability
and, thus, market liquidity of securitised prod-
ucts.

Greater transparency and compliance with ap-
propriate quality and integrity standards are
also on the agenda for rating agencies. Many

12 See FSB Principles for Sound Compensation Practices —
Implementation Standards at http:/Avww.financialsta-
bilityboard.org/publications/r_090925c.pdf.

13 See also | Fender and J Mitchell, The future of securi-
tisation: how to align incentives, BIS Quarterly Review,
September 2009, and J P Krahnen and G Franke, The
Future of Securitisation, CFS Working Paper No 2008/31.
14 The amendments must be transposed into national
law by the end of October 2010. The new provisions do
not apply until the end of 2010.

... revive the
securitisation
markets ...

... and improve
the rating
process
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Box 1.6

RESTRUCTURING AND WINDING UP SYSTEMICALLY RELEVANT FINANCIAL ENTERPRISES

Requirements of a restructuring and winding-up
regime

Distressed systemically relevant financial enterprises pose a
major challenge for legal systems across the globe. Mecha-
nisms put in place to resolve such crises have to satisfy a
number of sometimes conflicting requirements. The aim is
to limit the overall negative effects on the financial system
by managing circumstances where the existence of a sys-
temically relevant institution is threatened without damag-
ing the system. However, at the same time, the negative
consequences for the general government budget should
be kept to a minimum — inter alia by involving owners and
creditors. In addition, care should be taken to avoid incen-
tive distortions (such as moral hazard, weakening market
discipline, competition distortions) that may arise from
government assistance as far as possible. Furthermore,
when designing the mechanisms, it is essential to ensure
that these provide a large degree of transaction security
by, for example, enabling rapid intervention while at the
same time minimising legal risks.

Situation in Germany

At the latest, the current financial crisis has shown that the
mechanisms in place in Germany to handle crisis situations,
in particular banking supervision law (sections 45 et seq of
the Banking Act) and general insolvency law, did not pro-
vide sufficient scope for an appropriate response to sys-
temically relevant banks in distress." The government thus
initially had to respond with ad hoc measures (for example,
the rescue packages for IKB and HRE) and then later issued
the financial market stabilisation acts.2 There is always a
risk inherent in such measures that the aim of sparing
government coffers to the greatest possible degree cannot

1 However, the Act on the Strengthening of Financial Market
and Insurance Supervision of 29 July 2009 has led to a number
of improvements in the field of prudential measures. — 2 Fi-
nancial Market Stabilisation Act of 17 October 2008, Financial
Market Stabilisation Amendment Act of 7 April 2009 and Act
to Develop Financial Market Stabilisation of 23 July 2009. —
3 Draft law by the Federal Ministry of Economics and Technol-
ogy (law supplementing the Banking Act) of July 2009 and
draft law by the Federal Ministry of Justice/Federal Ministry of
Finance reorganising systemically relevant credit institutions of
August 2009. — 4 See IMF and the World Bank, An Overview
of the Legal, Institutional and Regulatory Framework for Bank
Insolvency, April 2009, pp 35-43. — 5 Resolution Authority for
Large, Interconnected Financial Companies Act of 2009. This
draft law is based on and supplements existing mecha-
nisms. — 6 The draft law by the Federal Ministry of Justice/
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be achieved. Furthermore, it is extremely difficult to avoid
incentive distortions as the “sanction mechanism” of insol-
vency for providers of debt and equity capital is suspended,
at least temporarily. The financial market stabilisation acts
also constitute an insufficient safeguard against future cri-
ses as, on the one hand, they apply for a limited term and,
on the other hand, they satisfy the above-mentioned cri-
teria only partially. For instance, the legal means of obtain-
ing control that provide for certain waivers of general cor-
porate and capital markets law entail actual and legal risks.
It therefore appears appropriate to implement an entirely
new restructuring and winding-up regime for systemically
relevant financial market players in Germany. The respon-
sible ministries presented draft laws to this effect in the
third quarter of 2009.3 However, these address credit insti-
tutions only. Suitable procedures should also be put in place
for other systemically relevant financial enterprises.

Central elements in international discussions

The following (schematic) stabilisation options, which
governments can implement against the will of providers
of debt and equity capital, are currently being discussed at
international level .

— The option of transferring a financial enterprise either
in whole or in part to another enterprise (purchase and
assumption), using state funds (for example, guaran-
tees) where necessary

— Transfer (in part) to a state bridge bank

— Good bank / bad bank models

— Temporary nationalisation.

These instruments can, for example, be found in the Bank-
ing Act 2009, which came into effect in February 2009 in

Federal Ministry of Finance envisages a good bank/bad bank
model as well as the option of (partial) transfer to another
enterprise. The central restructuring plan defined in the draft
by the Federal Ministry of Economics and Technology is also
designed to enable such a procedure. — 7 These clauses can
be found in many international financing and derivative con-
tracts. They give contractual parties the option, under certain
conditions (such as the opening of insolvency proceedings
over the counterparty’s assets or a similar procedure), to with-
draw from a contract or to provide for automatic termination.
This problem cannot be resolved in full at national level. Thus
sectoral federations, such as the International Swaps and
Derivatives Association (ISDA), should be encouraged to make
provisions for such changes in their standard contracts. — 8 In
the USA, for example, quantitative thresholds have been de-
fined as a prerequisite for intervention by the Federal Deposit



the United Kingdom. Current draft law in the USA® also
contains similar powers of intervention. The draft laws ex-
isting in Germany at present also envisage using these in-
struments, at least in part.6 As the measures may differ
with regard to attaining the aims mentioned above, they
should all be at the government’s disposal. To be able to
react flexibly and appropriately in each case, a fixed hier-
archy among the various options should be avoided.

When specifying the details of the various solutions, the
following issues in particular must be addressed.

— Division of tasks and cooperation between the state
agencies (government, ministries, supervisory authority,
central bank)

— Financing of measures (for example, public and private
co-financing)

— Problem of events of default and termination clauses’

— Legal protection system against government measures
(this is to be designed in such a way that legal certainty
can be established as quickly as possible).

Whether the state intervenes should be dependent on two
prerequisites; firstly, on the level of threat for the enterprise in
question (pre-insolvency threshold) and, secondly, on its sys-
temic relevance. With respect to the pre-insolvency threshold,
state intervention could be made dependent on undershoot-
ing certain ratios (rules-based formulation).8 The opposite of
this would be a more general (principles-based) formulation.?
As specific advantages and disadvantages are inherent in both
approaches,'® a hybrid form' would be advisable. By contrast,
the definition of systemic relevance has to take into consider-
ation the principle of constructive ambiguity. This principle
specifies that, as far as possible, there should be no exact
publicly accessible definition of systemically relevant enter-
prises from the outset, as this could trigger negative changes

Insurance Corporation (prompt corrective action). — 9 As in
the UK’s Banking Act 2009, for instance. The draft law by the
Federal Ministry of Economics and Technology also uses a
principles-based definition of intervention prerequisites. —
10 A purely rules-based definition of intervention prerequisites
runs the risk of neglecting a threat because this threat was not
identified ex ante by legislators. However, a purely principles-
based definition entails higher legal risks because it is often virtu-
ally impossible to foresee how courts will interpret general prin-
ciples and whether they will recognise a government’s scope of
assessment. There is also a risk that the government agency may
remain inactive for too long (forbearance). — 11 For instance,
the level of danger (general clause) in the draft law by the
Federal Ministry of Justice/Federal Ministry of Finance is de-
fined rather broadly and is supplemented by concrete cases in
which the existence of an enterprise may be considered en-
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in the behaviour of financial market players if government
rescue measures seemed certain (moral hazard).

Cross-border enterprises

Where cross-border financial enterprises run into difficul-
ties, the situation becomes more complicated.

At European level, the European Commission is planning a
fundamental reform of the current legal framework.1213
The debate is presently swinging between models that fa-
vour the cooperation of independent national procedures,
in particular due to the budget sovereignty of member
states and the differences in their respective legal systems
(for example, with regard to general insolvency law as well
as constitutional and administrative law), and models that
promise more efficient procedures in Europe by increasing
harmonisation and centralisation.'

A consensus has emerged at global level that the mecha-
nisms which to date have existed only rudimentarily have
to be fleshed out.’ The recommendations by the Basel
Committee on Banking Supervision presented recently, in
particular, are a good starting point for further delibera-
tions. One key element is to prevent too complex a group
structure from arising and to have enterprises compile
contingency plans or living wills up front.'® These recom-
mendations stipulate that an institution should draw up a
crisis management and contingency plan, proportionate to
its size and complexity, stating how it intends to safeguard
its existence as an operating unit and, in particular, how it
will continue performing systemically relevant functions in
emergencies."” Consensus on this issue would also make it
easier to stabilise and wind up systemically relevant finan-
cial market players at national and European level.

dangered (rules-based). — 12 In particular, Directive 2001/24/
EC for cross-border bank insolvencies, Directive 2001/17/EC
for insolvencies of insurance undertakings as well as a Memo-
randum of Understanding of June 2008. — 13 See European
Commission, An EU Framework for Cross-Border Crisis Man-
agement in the Banking Sector, Communication COM 561/4,
20 October 2009. — 14 Including distributing financial bur-
dens among the member states affected (burden sharing). —
15 See G 20, Leaders’ Statement: The Pittsburgh Summit, No
13. — 16 See Basel Committee on Banking Supervision, Re-
port and Recommendations of the Cross-border Bank Resolu-
tion Group, September 2009, recommendation 6 to the con-
tingency plans, pp 31-33. — 17 For the European Commission’s
deliberations on living wills, see Commission Staff Working
Document, SEC 1407 accompanying communication COM
561 of 20 October 2009, p 15f.
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credit ratings, particularly those of multi-layered
securitisations, have proven to be overly opti-
mistic in retrospect. The valuation models used
often underestimated riskiness, especially with
regard to the rate and correlation of the prob-
abilities of default. In future, agencies have to
eliminate the weaknesses of their models and
methods and exercise greater care when moni-
toring the quality of underlying collateral pools
of securities. Greater transparency is also re-
quired with regard to the assumptions, criteria
and methods used for preparing ratings.
Stricter disclosure standards would facilitate
the comparability of published credit ratings
and pave the way for better opportunities for
verification and competition.

It is against this background that action has
been taken by the responsible regulatory and
supervisory bodies. In this context, a key role is
being played by the International Organisation
of Securities Commissions’ (I0SCO) revised
code of conduct for rating agencies of May
2008, which is being used as a basis for na-
tional and regional regulatory measures. The
G20 have agreed to monitor those ratings
agencies whose ratings are used for regulatory
purposes. The EU has passed a regulation to
guide and supervise ratings agencies which is
to enter into force before the end of this year.'s
This stipulates that rating agencies active in the
EU must undergo a certification procedure in
future. The fact that this regulation provides
for a separate ratings scale for structured prod-
ucts is especially important. This means that
allowance is made for the fact that structured
products generally have a liquidity and risk
profile which is different from that of traditional
corporate bonds. This is reflected, for instance,
in a higher probability of extreme ratings
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changes for structured products. Separate
ratings scales mitigate a fundamental problem
of institutional investment mandates, ie al-
though scales for traditional bonds meet the
minimum quality requirements of many invest-
ment mandates in structured securitisations in
a formal sense, they harbour significantly
higher material risks than originally assumed
by most end investors.'®

... strengthening the infrastructure ...

The financial crisis has shown that it was pos-
sible for individual market players to build up
enormous risk concentrations with over-the-
counter (OTC) derivatives. Given the systemic
importance of this finding, the reforms adopted
by the G20 to strengthen the trading and
settlement infrastructure focus on three main

issues:

— Trading in standardised OTC derivatives is,
where possible, to be transferred to regu-
lated markets (stock exchanges or other
electronic trading platforms).

— By 2012 at the latest, standardised OTC
derivatives will, where possible, be settled
and cleared via central
(CCPs).

counterparties

— All OTC derivatives are to be recorded in a
central database.

15 See Regulation of the European Parliament and of
the Council on Credit Rating Agencies (2008/0217 COD),
September 2009.

16 For the discussion of separate ratings scales, see also
Committee on the Global Financial System, Ratings in
structured finance: what went wrong and what can be
done to address shortcomings?, CGFS Paper No 32, July
2008.

Reform of the
OTC derivatives
market



Box 1.7

FINANCIAL CRISIS AND INFORMATION GAPS

Mandate of the G20 countries

At international level, the crisis has revealed significant in-
formation gaps. For this reason, the G20 have attached
great importance to enhancing transparency. The IMF and
the FSB were asked to identify the most important deficits
in terms of information and data availability and to formu-
late proposals aimed at closing these gaps. To this end, the
IMF and the FSB have presented the finance ministers and
central bank governors of the G20 countries with a joint
report containing specific recommendations for an inter-
nationally coordinated broadening of the relevant data-
base."

New statistical requirements

The emergence of new market participants, strategies and
financial instruments has led to significant changes in the
international financial market structures. This calls for new
and stricter requirements for rapidly available and interna-
tionally comparable statistics. This is especially true with
respect to a better information base on cross-border inte-
gration, the vulnerability of countries and groups of coun-
tries and the build-up of vulnerabilities in the financial
sector.?

IMF and FSB recommendations

The recommendations of the IMF and the FSB can be di-
vided into four categories:

— Monitoring of risks in the financial sector: in order to
prevent future financial crises wherever possible, it is
necessary to identify financial vulnerabilities reliably at
an early stage. In this regard, there is a need for action,
for example, with respect to data on securities issu-
ance 3 and credit risk transfers.

1 See FSB/IMF, The Financial Crisis and Information Gaps. Re-
port to G20 Finance Ministers and Central Bank Governors,
October 2009; available at http:/Avww.financialstabilityboard.
org/publications/r_091107e.pdf. — 2 See B Braasch (2009),
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— International network ties: cross-border links have be-
come considerably more complex. Moreover, in the
wake of globalisation, a wide range of financial activi-
ties have been transferred to the “shadow banking
system”. An expanded information base covering fi-
nancial activities of this kind should enable more in-
depth analyses of the vulnerabilities of individual coun-
tries and groups of countries and facilitate changing
global transmission channels. This will lay the founda-
tion for a sustained improvement in the monitoring of
global macroprudential risks.

— Sectoral and other financial and economic statistics:
better sector-related data coverage is essential, particu-
larly since key financial risks have migrated to areas
where data has thus far been in short supply and of
limited reliability. Added to this are pronounced infor-
mation gaps in many emerging market economies.
Improving the data situation for non-bank financial
institutions (such as insurance companies and pension,
investment and hedge funds) deserves high priority.

— Communication of official statistics: the financial crisis
has not only highlighted marked information deficits.
It has also become obvious that there is a need to en-
hance the transparency of the many international sta-
tistical initiatives and programmes that already exist.
Furthermore, it is incumbent on each and every G20
country to close the gaps that exist in the availability of
national data.

The establishment of precautions in order to prevent finan-
cial crises along with the collection and provision of the
data needed to achieve this goal is a long-term process
that requires a corresponding degree of high-level political
support. Hence, the commitment by the IMF and the FSB
to present the G20 finance ministers and central bank
governors by June 2010 with a progress report and a
timetable for implementing the recommendations is to be
welcomed.

Financial crisis and information gaps. Comments on a proposal
by O Issing and J P Krahnen. Intereconomics, Vol 44, No 4, pp
208-214. — 3 See Working Group on Securities Databases at
www.inf.org/extern/np/sta/wgsd/index.htm.
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These steps are essential for creating trans-
parency and form the basis for microprudential,
macroprudential and market supervision. The
introduction and increased use of, in particular,
central counterparties will play a crucial role in
reducing the systemic risks in OTC derivatives
markets. By entering into transactions, CCPs
lower the counterparty credit risk and reduce
participants’ open positions through netting.
Moreover, they assess the riskiness of remain-
ing net positions and require them to be
backed by sufficient collateral.

The US Department of the Treasury introduced
legislative measures to this effect in the summer
of this year. The European Commission is also
reviewing concrete regulatory measures based
on the EU consultation process concluded at
the end of August this year and has announced
(legislative) proposals for the beginning of
2010. Pursuant to an agreement with the Euro-
pean Commission, the major European deriva-
tive traders started transferring the clearing of
credit derivatives to central counterparties at
the end of July 2009."

The transactions currently settled via central
counterparties represent only a fraction of the
(credit) derivatives market. Efforts to stan-
dardise credit derivatives must therefore be
consolidated and extended to other categories
of derivatives. The standardisation of contracts
is a major prerequisite for both CCP clearing
and electronic trading. Since specialised deriva-
tives can be extremely useful for the individual
risk management of banks and enterprises, it is
important that OTC trading or bilateral clearing
remain possible. However, measures such as
the collection in central databases and — where
necessary — the strengthening of bilateral
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clearing should be implemented to ensure
stability in this non-standardised area, too. In
addition to this, a number of issues are raised
with regard to a definition of framework
conditions for CCPs which is effective for sys-
temic stability. Central banks are therefore
currently looking into whether their services
should also be offered uniformly to central
counterparties.

... and the intensification of international
cooperation

The crisis has also highlighted the importance
of close international cooperation. As well as
cross-border cooperation between public bod-
ies, this affects international institutions, too.
A number of reforms have already been initi-
ated in this respect. The establishment of su-
pervisory colleges for the most important inter-
nationally active financial institutions at global
level under the guidance of the FSB was a ma-
jor step towards improving systematic interna-
tional cooperation. The aim of these supervisory
colleges is to act as a platform for sharing in-
formation gathered by national authorities on
international institutions, and making their co-
operation in this field more effective. The re-
vised EU Capital Requirements Directive and
the EU Capital Adequacy Directive have en-
hanced the scope of cooperation between
banking supervisory bodies. As a result of new
ultimate rights of decision, the role of the

17 The ECB Governing Council has spoken strongly in
favour of there being at least one clearing provider for
credit derivatives in the euro area. This service is currently
provided by two European CCPs. Eurex Clearing, which
is part of the Deutsche Borse Group, is the only provider
to offer the clearing of credit derivatives on individual
reference enterprises in addition to the clearing of index
credit derivatives.

Enhanced
cross-border
cooperation



Upholding the
principle of
subsidiarity

home supervisor, as head of the supervisory
college (consolidating supervisor), has been
strengthened. This aims to tighten supervision
and reduce the burden on institutions.'®

The FSB and IMF have further intensified their
cooperation on macroprudential analyses and
begun conducting regular joint early warning
exercises to identify risks at an early stage. In
the EU, cross-border cooperation is to be
stepped up at microprudential level and three
new supervisory authorities are to be set up for
banks, insurance companies and securities
markets. To strengthen macroprudential analy-
sis, a European Systemic Risk Board (ESRB) will
also be established, the secretariat of which is
to be located at the ECB. These are welcome
initiatives. However, it is important to draw a
clear line between the individual areas of re-
sponsibility and to uphold the principle of sub-
sidiarity. The latter is important on grounds of
gains in efficiency and effectiveness, mainly
more flexible information gathering and pro-
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cessing. Therefore, European authorities should
not be granted direct access to individual
financial institutions. The authority to issue
instructions to institutions must remain at
national level, above all, on account of any

budgetary issues which may arise.

The primary objective of the above reforms is
to strengthen the resilience of individual finan-
cial institutions as well as the financial system
as a whole. In doing so, it is important not to
further increase complexity by introducing a
plethora of new regulations. Efforts should,
instead, focus on ensuring that microeconomic
incentives are structured in a stability-oriented
manner. This, in turn, should help to minimise
the risk of financial crises, which invariably
entail high macroeconomic costs.

18 See Deutsche Bundesbank, Amendments to the new
EU Capital Requirements Directive and the Minimum
Requirements for Risk Management, Monthly Report,
September 2009, pp 63-79.

Essential to
structure
incentives in a
stability-oriented
manner

November 2009 | Financial Stability Review | 83



DEUTSCHE BUNDESBANK |

84| Financial Stability Review | November 2009



DEUTSCHE BUNDESBANK

Article

November 2009 | Financial Stability Review |85



DEUTSCHE BUNDESBANK |

86 | Financial Stability Review | November 2009



Interaction between
the Eurosystem’s non-
standard monetary
policy measures and
activity in the inter-
bank money market
during the crisis

The non-standard monetary policy measures
taken by the Eurosystem — first and foremost
the switch to fixed-rate tenders with full allot-
ment for liquidity-providing monetary policy
operations — have successfully stabilised the
interbank money market, which had become
severely impaired during the crisis.

Nevertheless, developments in the money
market are far from uniform: on the one hand,
unsecured trading, particularly in the longer
maturity segments, has been severely curtailed
as greater attention has been paid to counter-
party credit risk. At the same time, the signifi-
cance of secured money market trading, espe-
cially via central counterparties, has grown. On
the other hand, a correlation is evident be-
tween the level of excess liquidity — defined as
the funds that the Eurosystem provides over
and above the liquidity the banking system
strictly needs for the fulfilment of reserve
requirements — and overnight money market
volumes. The higher excess liquidity, the lower
overnight volumes in the interbank money
market. In order to strengthen market mecha-
nisms, the Eurosystem must therefore, in the
medium term, reduce the intermediation it had
stepped up during the crisis.

DEUTSCHE BUNDESBANK

An effective interplay of government aid meas-
ures and Eurosystem intermediation is essential
for the process of normalising activity in the
interbank money market. Once market players’
mutual confidence has been fully restored and
money markets function properly once more, a
reduction in banks’ demand will lower excess
liquidity. The stabilising incentive mechanisms
in place should then activate a convergence
process in the market, ensuring that short-term
interest rates will once again converge towards
the main refinancing rate. In this environment,
the Eurosystem will be able to exit from non-
standard monetary policy measures — primarily
by returning to variable-rate tenders for liquid-
ity-providing operations — thereby supporting
the smooth functioning of the money market
and, in the medium term, strengthening them
in a market setting which has undergone
structural change.
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The insolvency of the US investment bank
Lehman Brothers severely aggravated tensions
in the money market in the autumn of 2008.
Uncertainty about the extent of banks’ liquidity
and capital shortages led to significantly greater
importance being attached to counterparty
credit risk in the interbank market. Banks re-
sponded by clearly reducing, in particular,
longer-term lending in the interbank market,
and pronounced risk aversion meant new in-
terest rate highs for unsecured longer-term
money market transactions (see Chart 2.1.1).
The interbank money market in its role as a
central redistribution mechanism for central
bank money was therefore severely impaired.

Ever since the onset of the turmoil in the third
quarter of 2007, banks’ uncertainty about their
own liquidity requirements combined with
concerns that they would not receive sufficient
liquidity at Eurosystem variable-rate tenders
— the primary market for central bank money
—has caused the spread between the minimum
bid rate on main refinancing operations and
the marginal allotment rate to widen. This
spread reached a historic high of just under
50 basis points at the end of September 2008
(see Chart 2.1.2).

In mid-October 2008, the Eurosystem changed
its tender procedure for main refinancing op-
erations in a bid to prevent central bank refi-
nancing from effectively becoming too ex-
pensive for credit institutions. The variable-rate
tenders previously in use, where the minimum
bid rate as well as allotment volumes were fixed
by the Eurosystem, were replaced by fixed-rate
tenders with full allotment. At the end of Octo-
ber, longer-term refinancing transactions were
also switched to fixed-rate tenders with full al-

Interbank money
market severely
impaired by crisis

Large spread
between
minimum bid
rate and
marginal
allotment rate ...

... which the
Eurosystem
combated by
introducing
fixed-rate
tenders with full
allotment



Under full
allotment policy,
credit institutions
ultimately
determine
aggregate
liquidity supply
themselves

Switch to
fixed-rate tender
procedure leads
to marked
money market
stabilisation

lotment. A host of other non-standard meas-
ures were also taken (see Box 2.1).

Below, the focus will be on the full allotment
policy in main refinancing operations as these
are the Eurosystem’s most important monetary
policy instrument and signal the monetary
policy stance via the key interest rate.

In the autumn of 2008, the Eurosystem was no
longer able to forecast credit institutions’ ac-
tual aggregate liquidity needs. As the redistri-
bution of liquidity in the interbank market had
dried up, these requirements were distinctly
higher than benchmark liquidity, which can be
calculated based on the so-called autonomous
factors determining liquidity (mainly demand
for banknotes) and minimum reserve require-
ments. The switch to the policy of full allotment
in October 2008 means credit institutions ulti-
mately determine aggregate liquidity supply in
the market themselves. Each individual institu-
tion has complete certainty that its bid will be
satisfied in full provided it has sufficient eli-
gible collateral. The regime change has gone
smoothly. At times, the total refinancing vol-
ume almost doubled (see Chart 2.1.3) as indi-
vidual institutions that were suffering a pro-
nounced liquidity shortage or whose need for
liquidity buffers had risen significantly bid
larger volumes. Furthermore, the initially much
higher number of participants' — in particular
in main refinancing operations — contributed
to this development.

Overall, the switch to a fixed-rate tender proce-
dure with full allotment in all liquidity-providing
monetary policy operations in conjunction with
the other non-standard monetary policy meas-
ures brought about a significant stabilisation of
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the money market. Since then, credit institu-
tions have had a stable and — with sufficient
collateral — unlimited source from which to
cover their short-term and longer-term liquidity
shortages at the main refinancing rate as an
(see

alternative to the interbank market

Box 2.2), which is fraught with uncertainty.

Given the sharp rise in refinancing volumes,
the market has, since the implementation of
the full allotment policy, witnessed large
amounts of excess liquidity vis-a-vis the bench-

1 While the number of participants in 2008 mostly
ranged from 200 to 500 until the fixed-rate tender was
introduced on 15 October 2008, the number of bidders
in main refinancing operations rose to between 600 and
850 between mid-October and the end of 2008. This
change was mainly due to the increased participation of
German counterparties.
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Box 2.1

THE EUROSYSTEM’S NON-STANDARD MONETARY POLICY RESPONSE TO THE CRISIS

When the financial market turmoil started in the
summer of 2007, the Governing Council of the ECB
responded immediately with a raft of measures
designed to maintain control over short-term money
market rates and support the smooth functioning of
the interbank market. Measures included providing
sufficient liquidity to allow credit institutions to fulfil
their minimum reserve requirements to the Eurosys-
tem early on in the reserve period, which is usually
around a month long (frontloading), and extending
the average maturity of monetary policy operations.
When the crisis intensified following the insolvency
of Lehman Brothers in September 2008 and spilled
over from the financial sector to the real economy,
the Governing Council initially responded with an
internationally coordinated key interest rate cut, re-
ducing euro-area rates by 50 basis points to 3.75%.
Subsequent cuts brought interest rates down to 1%
by May 2009. In addition, the Council implemented
several non-standard monetary policy measures to
support bank lending to the real economy as part of
its new enhanced credit support policy. These meas-
ures were a continuation and enhancement of the
stabilisation measures taken prior to September
2008.

In the Eurosystem’s monetary policy refinancing
operations, credit institutions have, since 15 October
2008, been able to obtain unlimited amounts of
central bank liquidity at the key interest rate pro-
vided they have sufficient collateral. As an additional
measure, the list of eligible collateral was extended,
for the time being with effect to end-2010. This
temporary move included reducing the credit
threshold from A- to BBB- and accepting debt
instruments that are denominated in US dollars,
pound sterling and Japanese yen and issued in the
euro area. The frequency of longer-term refinancing
operations was also increased sharply from the third
quarter of 2008. Large demand from credit institu-
tions sent the volume of refinancing operations up
from €467 billion at the beginning of September to
€857 billion at the end of 2008. At the same time,
credit institutions at times held several hundred
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billion euro in the deposit facility. This balance-sheet
extension demonstrates that the Eurosystem stepped
up its role as an intermediary in response to the crisis
in order to partially replace the interbank money
market, which had virtually come to a standstill.

Since 21 October 2008, all credit institutions’ bids in
the Eurosystem’s US dollar operations, which were
introduced in December 2007, have also been satis-
fied in full, allowing banks within the euro area to
fund US dollar positions via the Eurosystem, too.
The same collateral framework applies to these
transactions as to euro refinancing operations. Ad-
ditionally, the ECB has, since 20 October 2008,
conducted swap transactions to supply the Eurosys-
tem’s counterparties with Swiss francs in return for
euro.

Finally, at the beginning of May 2009, the Govern-
ing Council agreed to conduct initially three refi-
nancing operations with a maturity of 12 months
and full allotment at the key interest rate (potentially
with an interest rate premium for the second and
third transactions). In the first of these operations,
€442 billion was supplied on 25 June, while another
€75 billion was distributed in the second 12 month
tender on 1 October. On top of that, the decision
was taken to launch a €60 billion purchase pro-
gramme for highly rated euro-denominated covered
bonds in July 2009, which is to be concluded by mid-
2010. These measures brought down longer-term
money market rates and revived the covered bond
market segment, which is vital to credit institutions’
refinancing activities. The announcement of the
programme led to a marked decline in their interest
rate premiums, while primary market issuance was
stepped up.

As this publication went to press, the Eurosystem’s
non-standard monetary policy measures remained
in place. The timing of a future exit and what shape
it will take depends, first, on the sustainable func-
tioning of the interbank money market and, second,
on developments in the inflation outlook.



In response

to the crisis,
liquidity

policy has
accompanied
monetary policy
in achieving
monetary easing

mark.2 This has also had some other conse-
guences.

The very generous supply of liquidity has led to
a dive in interest rates in the short-term seg-
ments of the money market, which means
overnight rates are no longer guided by the
main refinancing rate. The Eurosystem merely
sets a lower bound through the rate of its
deposit facility. As the overnight rate has fallen
close to the deposit rate, medium-term money
market rates have also been further depressed,
providing additional support to the expansion-
ary monetary policy stance (see Chart 2.1.4).
Since October 2008, the provision of liquidity
per se has therefore, for the first time ever,
been involved in achieving the desired degree
of monetary easing. The principle of separation
between liquidity and monetary policy — which
states that the liquidity supply must send no
independent signals regarding interest rate
policy — has therefore been of subordinate im-
portance during the phase of monetary expan-
sion. In fact, liquidity policy has, since October,
been supporting monetary loosening and
therefore has an important role to play in
achieving monetary policy objectives.

From the very onset of the market turmoil in
the summer of 2007, turnover in the unsecured
interbank money market, in particular, fell
substantially. The fact that credit institutions
are very uncertain about their own liquidity re-
guirements and are therefore establishing li-
quidity buffers to limit their liquidity risk is
having a negative impact on trading. On top of
that, the insolvency of Lehman Brothers and
the liquidity and capital squeezes experienced
by numerous European banks have been in-
strumental in largely destroying trust among
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banks. Decision-makers have since paid very
close attention to counterparty risk in interbank
trading, which means that supply, particularly
in the unsecured interbank money market, has
been severely limited. Interbank lending now
only takes place among counterparties consid-
ered to be absolutely beyond doubt.

A closer look reveals significant differences be-
tween unsecured and secured trading. While
transactions in the unsecured market segment
have all but dried up, particularly in the longer
maturity buckets, secured (electronic) trading

2 Prior to that, frontloading had been used, albeit to a
limited degree, to supply more liquidity than the theoret-
ically required amount through above-benchmark allot-
ment. However, excess liquidity was managed such that
the EONIA rate was largely stable close to the minimum
bid rate — where necessary through liquidity-absorbing
fine-tuning operations.

Significant
differences
between
unsecured and
secured trading
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Box 2.2

MONEY MARKET - FUNCTIONS,
SEGMENTS AND PARTICIPANTS

In the money market, credit institutions” short-term
central bank balances are traded, generally with
maturities of up to one year. Typical maturities be-
sides the important overnight maturity — where the
reference rate is the EONIA (Euro Overnight Index
Average) —include one week and three months. The
central bank acts as a monopoly supplier of central
bank liquidity in the money market and therefore
dominates the supply side. This allows it to steer
short-term money market rates in line with its mon-
etary policy objectives.

Besides direct refinancing with the central bank,
credit institutions trade with one another (interbank
market), amongst others, to finance longer-term
positions with shorter-term contracts and to elim-
inate individual liquidity imbalances resulting from
inflows and outflows of liquidity. The exchange of
liquidity is therefore reflected on credit institutions’
central bank accounts. Credit institutions require
central bank funds, inter alia, to fund the public’'s
cash requirements and the minimum reserves they
have to maintain with the central bank. In addition,
central bank balances are necessary to settle pay-
ments.

The money market comprises the unsecured and
the secured segment as well as money market de-
rivatives (eg EONIA swaps) and short-term money
market paper (eg Bubills). The secured market seg-
ment, where liquidity is traded against securities
held as collateral, represents the largest segment.
The percentage of electronic trading systems is
highest in the secured market. Participants in money
market trading include not only credit institutions
and Eurosystem central banks, but also insurers,
fund operators and large enterprises.

EONIA volumes, ie overnight lending by 43 repre-
sentative panel banks, have averaged €37 billion a
day in the year 2009 to date. In 2007/2008, this
figure was €477: billion after some €40 billion in the
preceding years. There are currently no data on vol-
umes in the other euro money market maturity
buckets.
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via central counterparties has actually experi-
enced a significant rise in turnover. Besides
almost entirely eliminating counterparty credit
risk, secured trading through a prudentially
recognised central counterparty in combina-
tion with the deposited collateral has the ad-
vantage that the lending bank does not have
to allocate any capital — which has mostly been
a scarce resource since the crisis — to back the
transaction.

This shift towards secured transactions reflects
the greater weight attached to credit risk in
trading decisions. Prior to the crisis, market
players in the unsecured interbank market did
not regard the possibility of a substantial
change in credit risk as relevant given the
transactions’ relatively short duration. The effi-
ciency and smooth functioning of the unse-
cured money market before the crisis were
ultimately based on the limited availability or
inadequate use of information on counterparty
credit risk in interbank trading. Following the
dramatic events of the last two years, the
switch to secured trading could well prove
permanent given greater risk awareness, par-
ticularly as improvements in the technical infra-
structure mean that, compared with former
times, conducting secured transactions is barely
more complicated than unsecured trading.

Overnight trading in both the unsecured and
the secured interbank money market has taken
a hit as a result of the generous supply of li-
quidity in the market. This is evident, for ex-
ample, from an analysis of the correlation be-
tween aggregate excess liquidity — as measured
by the use made of the deposit facility in the
euro area — and trading volumes in the over-
night money segment of Euro GC Pooling (see

Shift towards
the secured
segment

Volumes in
overnight money
down as a result
of generous
liquidity

supply ...



.. Eurosystem
will therefore
reduce interme-
diation once the
markets are
ready

Box 2.3) in the period from 1 October 2008 to
15 July 2009 (see Chart 2.1.5). These two
variables are negatively correlated with a coef-
ficient of -0.54.3 This implies that an increase
in excess liquidity tended to be associated with
a reduction in the volume of overnight money
traded in Euro GC Pooling, while a decline in
excess liquidity was accompanied by an in-
crease in Euro GC Pooling trading volumes. A
comparable, though less pronounced, correla-
tion can be observed between the use of the
deposit facility in the euro area and the volume
of unsecured EONIA transactions over the
same period.

This is because the overnight segment ulti-
mately has an important role to play in bridging
very short-term liquidity shortages. Strong in-
teraction can be expected: on the one hand,
greater market liquidity and increased trading
activity are likely to reduce demand at Eurosys-
tem tenders as more banks will again be able
to satisfy their liquidity requirements on the
interbank market. On the other hand, a gradual
drop in excess liquidity is also expected to result
in greater volumes in the overnight segment,
as rising interest rates make trading more
attractive, particularly for those supplying
liquidity.

The Eurosystem’s decision to provide large
amounts of liquidity through its policy of full
allotment was necessary (see Box 2.4) as a lack
of confidence among banks and the pro-
nounced uncertainty as to how their own li-
quidity positions would develop meant the re-
distribution of liquidity among banks virtually
dried up, especially in the autumn of last year.
However, when the time is ripe, the Eurosystem
will actively reduce its intermediation — stepped
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up in response to the crisis — in order to

strengthen market mechanisms.

3 It should be noted that the use of the deposit facility
follows a particular time pattern over the minimum
reserve period, which could reduce the correlation.
Towards the end of the reserve period, an increasing
share of the liquidity supply is no longer required to
meet minimum reserve requirements and is therefore
placed in the deposit facility. Use of the deposit facility is
therefore generally higher at the end of the reserve
period than at the beginning.
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Box 2.3

THE EVOLUTION OF EURO GC POOLING DURING THE CRISIS

The crisis has seen the importance of Euro GC Pooling
(EGCP), a cash-driven electronic market segment of Eurex
Repo for money market transactions collateralised by secu-
rities of high quality and liquidity (general collateral or GC),
grow significantly. EGCP offers access to reliable trading,
clearing and settlement systems for the European repo
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market with process automation and centralised collateral
management using the collateral management system
Xemac. It allows participants to trade anonymously. Eurex
Clearing AG steps in as the central counterparty.

Since the onset of the crisis, the outstanding volume in
EGCP has risen perceptibly, swelling from some €10 billion
in January 2007 to €80 billion in July 2009. At the same
time, the significance of longer-term transactions with
maturities of between one month and a year has risen
considerably. The higher volume is the result not of an in-
crease in volumes per transaction but rather of a greater
number of transactions, which can be attributed in part to
a larger group of participants. The number of EGCP
participants has risen by 16 since the beginning of 2007
and currently stands at 33. The number of participants
based outside Germany has widened to six. Moreover,
other international banks are currently in the admission
process.

Counterparty credit risk is minimised in EGCP transactions
as settlement is conducted via Eurex Clearing. Ultimately, a
bank’s only risk is a collapse of Eurex Clearing, which
appears to be extremely unlikely as various safety mecha-
nisms are in place. Settlement via the prudentially recog-
nised central counterparty means that the transactions do
not need to be backed by capital. As equity capital is a
scarce resource, the 0% risk weight for EGCP transactions
is an additional argument for using this segment.

Another argument in favour of EGCP transactions is that
trading is anonymous. Where it is obvious that a bank
requires large volumes of liquidity, it may be stigmatised
in the market, making bilateral transactions more expensive
or impossible. The anonymity of EGCP eliminates this risk.

Automated and smooth settlement has reduced the cost
of secured trading and means that the collateralised over-
night segment represents an alternative to the unsecured
market. Noteworthy for Bundesbank counterparties in this
context is the re-use functionality. The use of Xemac as a
collateral management system ensures that collateral
pledged in interbank transactions via EGCP can be re-used
easily and quickly as collateral in refinancing operations
with the Bundesbank.



Impact of crisis
on market
access has

differed from
bank to bank

The big question is when the markets will be
ready for such a step. When the time comes,
this assessment will have to be based on a very
broad set of information, mainly market indica-
tors and data from monetary policy operations.
It should be noted, however, that the extreme
values which market-based indicators reached
during the crisis have led to perceptible changes
in empirical distributions. Thus, comparing, for
example, current indicator figures with empiri-
cal averages and standard deviations might
— depending on the reference period used —
paint too rosy a picture. Moreover, the effects
of the non-standard monetary policy measures,
amongst others, could also impair the informa-
tional quality of market indicators, especially in
the money market segment. It can be assumed
that indicators’ past performance and informa-
tion content is of limited use when assessing
future developments as the crisis will have
longer-term structural effects on the money
market. For many market indicators it is there-
fore not clear where the new and stable normal
level will be following the crisis.

Between the beginning of 2009 and the first
12-month tender at the end of June, excess
liquidity gradually declined, although the tender
procedure remained unchanged and the num-
ber of tenders had actually increased (see Chart
2.1.6). This demonstrates that, even under
fixed-rate tenders with full allotment, there is an
incentive structure which prevents banks from,
on aggregate, borrowing significantly too much
liquidity from the central bank in the long run.

Banks can be divided into three categories. The
first group is considered a good risk and still
receives large amounts of money in the market
at favourable terms. As a consequence, these
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banks no longer need to participate in Euro-
system refinancing operations at all. They are
supplying liquidity both in the unsecured and
secured interbank market, provided the liquid-
ity taker meets the distinctly higher credit
standards or can provide adequate collateral.
The second group of banks has some of the
liquid collateral which is required in the inter-
bank market, but cannot yet fully cover its
increased — especially longer-term — liquidity
requirements via the market, mainly as the
market is uncertain about its credit outlook. It
therefore takes part in the Eurosystem’s refi-
nancing operations. The third group is the
problematic one as its liquidity situation is
stretched but it is not perceived as having a
sufficiently good credit standing and lacks ad-
equate collateral for interbank transactions.
Therefore it is virtually impossible for these
banks to obtain money either in the unsecured
or the secured interbank market. The banks in
this group are therefore largely dependent on
Eurosystem operations.

Where there is ample liquidity in the market —as
has been the case following the switch to
fixed-rate tenders with full allotment and again
since the introduction of 12-month tenders* —
interest rates, especially for secured money,
have been below the fixed interest rate for
main refinancing operations. This allows banks
to obtain cheaper funding in the market pro-
vided they have the liquid collateral demanded
by the market. Such interbank transactions are

4 The high demand for liquidity in the 12-month tenders
is less the result of risk aspects; rather it is mainly based
on banks’ ability to conduct arbitrage business by
financing higher-yielding bonds with similar maturities
using the money obtained in the 12-month tenders. In
addition, banks can borrow money for a year at favour-
able conditions, thereby eliminating uncertainty related
to potential increases in key interest rates over the
course of the year.

Convergence
process in the
market may
support exit
from policy

of generous
liquidity supply
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Box 2.4

ANALYSIS OF THE RELATIONSHIP BETWEEN NON-STANDARD MONETARY AND
LIQUIDITY POLICY MEASURES AND DEVELOPMENTS IN THE MONEY MARKET

The analysis carried out shows that the combina-
tion of the Eurosystem’s non-standard monetary
and liquidity policy measures and governments’
measures to stabilise the banks has brought
about a more stable situation in the euro money
market again. However, it is methodically virtually
impossible to distinguish between the effects of
individual measures given the large number of
actions carried out simultaneously.

Interest-rate spreads between transactions with
matched maturity but different risks are frequently
used as indicators in empirical analyses on the
role of central bank measures in stabilising the
money market and on the general assessment of
the money market situation.” The regression
analysis for the euro money market presented in
the table on page 97 focuses on daily changes in
the spread between the three-month EURIBOR
and the three-month EONIA swap index (OIS)
rates in the period from January 2007 to Septem-
ber 2009. As this interest-rate spread shows
marked jumps during the crisis, the estimation
allowed for the possibility of structural breaks in
the coefficient of the constant on specific days
during the crisis, including dates associated with
certain measures, by means of suitably defined
dummy variables. The results show that the co-
efficient of the constant rose significantly during
the period following the collapse of Lehman
Brothers. It is not until the period from 6 March
2009 onwards that a major correction of this in-
crease can be seen. This demonstrates that the
numerous stabilisation measures introduced in
the fourth quarter of 2008 were already helping
to effectively stabilise the money market in the
first quarter of 2009.

The results of the analysis show, in particular, that
significantly positive or negative changes in the

1 See also J B Taylor and J C Williams (2009), A Black Swan in
the Money Market, American Economic Journal: Macroecono-
mics 1, pp 58-83, and J McAndrews, A Sarkar and Z Wang,
The Effect of the Term Auction Facility on the London Inter-
Bank Offered Rate, Federal Reserve Bank of New York Staff
Report No 335, July 2008, which use similar approaches to
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overall liquidity provided by the Eurosystem? go
hand in hand with significant changes in the
EURIBOR-OIS spread in certain phases of the esti-
mation period. The patterns of correspondence
were not stable, however. Yet it is evident that, in
the estimation, noticeable changes in liquidity on
the very day of allotment represent a kind of
proxy variable for the current situation in the
money market, which influences both banks’ bid-
ding behaviour in tenders and quotes for the
EURIBOR fixing.

The interpretation of positive or negative changes
in liquidity depends on the respective environ-
ment. During the critical phase shortly before the
transition to fixed-rate tenders with full allotment,
for instance, positive changes to liquidity were
accompanied by a stronger rise in the EURIBOR-
OIS spread. The Eurosystem’s discretionary in-
crease in the supply of liquidity was perceived as
signalling a crisis. Following the necessary transi-
tion to the full allotment policy, however, positive
changes in liquidity were associated with a less
pronounced increase in the interest-rate spread.
It is interesting to note that negative liquidity
changes tended to have an even more pro-
nounced dampening effect up to 6 March 2009.
With the allotment of liquidity determined purely
by demand in this period, these negative liquidity
changes were interpreted as signs of easing ten-
sions. The analysis therefore makes it clear that
changes to the overall outstanding refinancing
volume — in combination with the EURIBOR-OIS
spread — also serve as an indicator of the degree
of money market tension. The coefficients’ sig-
nificance in the regression analysis presented here
underscores the robustness of this conclusion.

analyse the impact of the Federal Reserve’s Term Auction Faci-
lity measures on developments in the spread between the
three-month USD LIBOR rate and the OIS rate — albeit in esti-
mation periods ending before the crisis intensified in Septem-
ber 2008. — 2 The estimation takes into account dummy vari-
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DEPENDENT VARIABLE: CHANGE IN THE SPREAD BETWEEN THE EURIBOR AND THE
RATE OF THE EONIA SWAP INDEX (FOR THREE MONTHS)

Least squares estimation for the period: 3 January 2007 to 29 September 2009

with the following explanatory variables: Coefficient t-statistic  p-value

Dependent variable lagged one day 0.6437
Change in the rate of the EONIA swap index

(for three months) lagged one day 06586
Change in the spread of the Markit iTraxx 0.0005
Financial Senior Index lagged one day ’
Change in the rate for future main refinan- 0.0948
cing operations lagged one day )
Constant —-0.0028
Dummy (1 from 9/8/2007, 0 before that) 0.0036
Dummy (1 from 15/9/2008, 0 before that) 0.0218
Dummy (1 from 6/3/2009, 0 before that) -0.0201
Dummy for negative liquidity effect 0.0020
Dummy for negative liquidity effect x —~0.0060
Dummy (1 from 9/8/2007, O before that) ‘
Dummy for negative liquidity effect x ~00153
Dummy (1 from 9/10/2008, 0 before that) )
Dummy for negative liquidity effect x 0.0191
Dummy (1 from 6/3/2009, 0 before that) :
Dummy for positive liquidity effect x 0.0836
Dummy (1 from 29/09/2008, 0 before that) )
Dummy for positive liquidity effect x 00952
Dummy (1 from 9/10/2008, 0 before that) :
R2 (adjusted R?) 0.3654
Log likelihood 1716.38

6.5780 0.0000 Evaluation: Taking into account the
structural breaks in the coefficients
6.1159 0.0000 modelled with the dummy variables from

specific dates onwards, accumulation
yields the following coefficient estimates

21440 002 for the respective periods:
1.7494 0.0807
Constant
- 5.0787 0.0000  before 9/8/2007 —-0.0028
2.6124 0.0092 9/8/2007 — 14/9/2008 0.0008
4.0765 0.0001 ' 15/9/2008 — 5/3/2009 0.0226
- 4.1305 0.0000 from 6/3/2009 onwards 0.0025
Dummy for negative liquidity effect
1.5260 0.1275  before 9/8/2007 0.0020
- 2.0662 0.0392 9/8/2007 — 8/10/2008 —0.0040
- 21716 0.0302  9/10/2008 — 5/3/2009 -0.0193
2.7772 0.0056 from 6/3/2009 onwards —0.0002
Dummy for positive liquidity effect
8.4224 0.0000 ' 29/9/2008 — 8/10/2008 0.0836
—10.0581 0.0000 from 9/10/2008 onwards -0.0116
(0.3537)

Note: The dummy for the negative liquidity effect equals 1 on the day before negative changes (below -€15 million) in outstanding
liquidity from open market operations (excluding fine-tuning operations), which coincide with the settlement of new main refinancing
and (non-standard) longer-term open market operations, and 0 on all other days. Correspondingly, the dummy for a positive liquidity
effect assumes a value of 1 on the day preceding positive changes to liquidity of more than €15 million, and 0 otherwise. The other
dummies used for modelling structural breaks assume a value of 1 from the indicated day onwards and 0O prior to that. For the spread
of the Markit iTraxx Financial Senior Index (for five years), consolidated Bloomberg data for the latest applicable index series (between
series 6 and 11) were used. Presented above are the results of a least squares regression with Newey-West heteroskedasticity and

autocorrelation consistent (HAC) standard errors under Eviews.

Sources: ECB, Bloomberg, EBF, Bundesbank estimates.

ables for the days preceding significantly positive or negative
changes in the overall liquidity that the Eurosystem provides
through refinancing operations. The decision to choose a one-
day lead in the definition of the dummy variables is motivated
by the time difference between the close of tender bidding

respectively allotment and tender settlement. The estimated
coefficients for those (0,1) dummy variables then allow con-
clusions to be drawn as to how changes in the EURIBOR-OIS
spread have, on average, developed on such allotment days
relative to other days.
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monetary policy measures and activity in the
interbank money market during the crisis

Chart2.1.6
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advantageous for liquidity providers, as they
earn more interest than they would on the de-
posit facility. The lower demand in Eurosystem
refinancing operations which this entails re-
duces the volume of liquidity in the market and
thus, in turn, causes market interest rates to
rise. This convergence process can therefore
support a gradual exit from the policy of gen-
erous liquidity supply and also ensures that
short-term interest rates in the market will au-
tomatically converge towards the main refi-
nancing rate.

Government The measures taken by governments world-
measures should

strengthen

banks and allow

them access : : : : . .

to the money €NING equity capital or assuming risk positions
market

wide — such as guarantees for bonds, strength-

as well as (planned) adjustments to banking
supervision and accounting rules — have already
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12-month tender

July Aug Sep Oct Nov

gone some way to reducing uncertainty and
stabilising the markets. Consequently, in the
medium term, the government measures
should support credit institutions which were
previously only able to obtain refinancing from
the Eurosystem as their credit standing was in-
sufficient or they lacked adequate collateral for
interbank trading to such a degree as to allow
them to borrow money in the market again. At
present, for example, some institutions are still
almost exclusively using paper guaranteed by
Germany'’s Financial Market Stabilisation Fund
(SoFFin) as collateral for refinancing operations
with the Bundesbank. However, such securities
are also suitable as collateral for repo transac-
tions in the secured money market. The institu-
tions in question could therefore refinance in
the interbank market, at least partially. This



Return to
variable-rate
tenders with a
minimum bid
rate desirable

would benefit both counterparties, as the
lending bank achieves a higher rate of interest
than on the deposit facility and the borrowing
bank pays less than the allotment rate in Euro-
system refinancing operations.

If the stabilising incentive mechanisms outlined
above were to reduce excess liquidity in the
market and the redistribution mechanism for
central bank money were revived, a return to
variable-rate tenders with a minimum bid rate
would be possible. However, there is a risk that
banks whose market access is still limited would
bid very high interest rates to ensure that they
obtain sufficient liquidity in refinancing opera-
tions. This would again result in a large spread
between the marginal and the minimum bid
rate and thus cause an unintended restrictive
monetary policy. This problem, as well as any
other initial uncertainty regarding liquidity buf-
fers still required in the market could, for an
interim period, be combated through a very
generous supply of liquidity. Looking at individ-
ual banks which still have limited market access,
however, targeted government measures offer-
ing sustainable solutions to the problems expe-
rienced by the institutions in question are ulti-
mately required. As the Eurosystem’s liquidity
measures always target the money market as a
whole, individual banks’ problems normally
cannot be taken into consideration when de-
signing liquidity measures.

In principle, the reintroduction of variable-rate
tenders for all refinancing operations is desir-
able as the Eurosystem should normally fix the
allotment volume? in order to exploit its infor-
mation advantage regarding credit institutions’
aggregate liquidity requirements. This is be-
cause the Eurosystem has more precise infor-
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mation than the market on certain autonomous
factors that determine the banking system’s li-
quidity requirements besides the minimum re-
serve requirements. These include, for instance,
central bank transactions which have an effect
on liquidity relating to foreign reserve assets
and euro-denominated own funds portfolios
as well as fluctuations in deposits held on Eu-
rosystem accounts by governments and other
institutions. Consequently, it must be assumed
that in fixed-rate tenders with full allotment,
where disaggregate bank bids determine the
aggregate allotment volume in main refinanc-
ing operations, allotment is more frequently
going to be fairly well above or below aggre-
gate liquidity needs. As this is likely to result in
greater EONIA volatility, the Eurosystem would
have to up the frequency of its fine-tuning op-
erations in order to ensure very short-term
money market rates remained stable at the
level of the main refinancing rate.

During the crisis, fixed-rate tenders with full
allotment for all refinancing operations largely
replaced the severely impaired interbank mar-
ket. As the money market starts to recover, the
non-standard monetary policy measures taken
in response to the crisis can be phased out in
order to stop substituting interbank activity
in the money market. Instead, the aim would
then be to foster and, in the medium term,
strengthen the smooth functioning of the
money market, in particular as the money
market has undergone structural change dur-
ing the crisis.

5 The option of fixed-rate tenders with fixed allotment
has proved inadequate in the past as it resulted in severe
overbidding and thus very low allotment ratios. See also
European Central Bank, The switch to variable rate ten-
ders in the main refinancing operations, Monthly Bulletin
July 2000, pp 37-42.

As the money
market recovers,
the smooth
functioning of
private market
mechanisms is to
be supported
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Overview | Chronology of the financial crisis

Late 2006/
early 2007

2007
April

June

July

August

September

October

November

December

2008
January

Global

Europe

Germany

US real estate market collapses; significant increase in default rates on subprime mortgages, falling securities
prices (in particular asset-backed securities).

US mortgage lender New Century
Financial Corporation files for
Chapter 11 bankruptcy protection.
Two Bear Stearns hedge funds
collapse.

Moody’s downgrades several sub-
prime bonds with a total value of
US$5 billion.

ECB increases interest rate to 4%.

SME financer IKB announces sig-
nificant risks from commitments to
special-purpose vehicles which had
invested significantly in the US real
estate market.

Issuers of asset-backed commercial paper (ABCP) suffer refinancing problems. Large investment funds halt
redemptions of share certificates; problems spill over into the interbank market.

The Fed injects US$38 billion worth
of liquidity into the market and
extends the pool of eligible assets.

Another US mortgage lender
(American Home Mortgage Invest-
ment Corporation) files for Chapter
11 bankruptcy protection.

Fed reduces its target for the fed
funds rate to 4.75%.

The ECB pumps €117 billion worth
of additional liquidity into the euro
area financial system using various
measures.

BNP Paribas suspends three invest-
ment funds which had invested in
the US real estate market.

Barclays announces liquidity short-
falls.

First UK mortgage lender (Victoria
Mortgage Funding) collapses; after
run on Northern Rock, the UK gov-
ernment guarantees deposits held
at Northern Rock; HSBC closes US
mortgage subsidiary and writes off
US$880 million.

Royal Bank of Scotland assembles
consortium and acquires ABN
Amro for approximately €71 bil-
lion.

Some German banks, in particular
SachsenLB, encounter problems
stemming from investment in the
US real estate market.

In order to bridge short-term
liquidity gaps, IKB receives funds
totalling €3.5 billion from public
and private banks.

The savings bank financial group
(Sparkassen-Finanzgruppe) grants
SachsenLB a credit line of €17.3
billion. The state of Saxony takes
on a guarantee of €2.75 billion.

Numerous subprime bonds are downgraded. Several large financial institutions report write-downs.
Large losses at US monoline insurers.

Fed announces second reduction in
fed funds rate since September, to
4.25%, and establishes the Term
Auction Facility (TAF).

In a second rescue package pro-
vided by a syndicate of banks,
IKB is granted an additional risk
guarantee of €350 million.

Landesbank Baden-Wurttemberg
takes over SachsenLB.

BoE, ECB, SNB and BoC agree with the Federal Reserve to make US dollar swap lines available to banks in

order to free up the money market.

Bank of America purchases mort-
gage lender Countrywide Financial.

Société Générale announces trad-
ing losses of around US$4.9 billion
(Kerviel fraud case).
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January
(cont'd)

February

March

April

July

August

September

Global Europe Germany

Fed cuts its fed funds rate twice in
January, ending up at 3.00%.

Northern Rock is nationalised by IKB requires third rescue package
the UK government. totalling €1.5 billion.

Coordinated central bank measures (establishment of swap credit lines) in order to guarantee liquidity
provision.

The Federal Reserve announces the
creation of the Term Securities
Lending Facility (TSLF) to support
the securitisation market.

After liquidity problems, Bear Stearns
is sold to JPMorgan Chase with
guarantees by the US government.

Citigroup announces write-downs
of US$50 billion.

Fed cuts its fed funds rate for the
second time since January to

2.00%.

Moody’s and S&P downgrade ECB renews supplementary longer- Government-owned KfW sells its
monoline bond insurers Ambac term refinancing operations total- | 90% share in IKB to Lone Star, a
and MBIA. ling €100 billion. private equity firm.

US mortgage lender IndyMac is Fed, ECB and SNB make US dollar
taken over by the US Federal De-  liquidity available to European
posit Insurance Corporation (FDIC). ' financial institutions under the TAF.

The Fed authorises credit lines to  ECB increases interest rate to
US mortgage lenders Fannie Mae  4.25%.

and Freddie Mac owing to substan-

tial write-downs.

The Securities Exchange Commis-

sion (SEC) restricts naked short

selling.
Danish central bank purchases
Roskilde Bank for approximately
€603 million.

US government places mortgage

lenders Fannie Mae and Freddie

Mac in government conservatorship.

Lehman Brothers Holdings Incorporated files for Chapter 11 bankruptcy protection. The collapse of Lehman
Brothers causes a crisis in confidence in the international financial markets; interbank market collapses.
Bank of America announces its in-

tent to purchase Merrill Lynch & Co
for US$50 billion.

Fed supports AIG with a loan of ECB makes unlimited liquidity BaFin prohibits naked short selling
US$85 billion and in return receives  available to banks via a quick ten- | on selected financial instruments
a 79.9% stake. der operation. until the end of 2008. Later ex-

tended until the end of May 2009.

Central banks across the world HBOS is taken over by Lloyds TSB.  Mortgage lender Hypo Real Estate

offer new or extended swap lines. (HRE) is threatened with insolvency.
The central government and a
banking syndicate make €35 billion
rescue package available.

UK, USA, France, Ireland and UK government nationalises mort-
several other countries place gage lender Bradford & Bingley.
temporary ban on short selling of

financial securities.
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September
(cont'd)

October

November

Global

US Treasury Department an-
nounces guarantee programme to
support money market funds.

The US Treasury Department
announces the US$700 billion
Troubled Asset Relief Program
(TARP).

US investment banks Goldman
Sachs and Morgan Stanley become
bank holding companies.
Washington Mutual collapses; its
deposits and branches are taken
over by JPMorgan Chase.

Europe

Netherlands, Belgium and Luxem-
bourg support the Fortis Group.

France, Belgium and the Nether-
lands support the Dexia Group.

Ireland guarantees all savings
deposits; Irish savings deposit
guarantee increased to €100,000.
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Germany

Fed, ECB, BoE, BoC, Riksbank and SNB lower main policy rates by 50 basis points in a coordinated move.

The Fed announces the creation of
the Commercial Paper Funding
Facility (CPFF) and the Money
Market Investor Funding Facility
(MMIFF); US government an-
nounces Capital Purchase Program
(CPP) worth US$250 billion under
the TARP.

Acquisition of Wachovia by Wells
Fargo.

Fed cuts fed funds rate to 1.00%
and lends additional US$38 billion
to AIG.

US Congress passes TARP.

American Express becomes bank
holding company.

US Treasury Department, FDIC and
the Fed grant Citigroup guarantees
totalling US$306 billion and a
further US$20 billion in capital is
invested in Citigroup from the
TARP.

Fed announces US$800 billion pro-
gramme to support the market for
ABS/MBS.

Iceland nationalises its three largest
banks, Icelandic deposits are guar-
anteed in full and all Icelandic
stock trading is suspended.

ECB reduces interest rate corridor
and extends pool of eligible assets.

Deposit guarantee limit increased
from €20,000 to €50,000 across
the EU.

UK announces partial nationalisa-
tion of distressed banks (RBS,
Lloyds) as well as a rescue package
with a total value of £500 billion.
France announces €320 billion res-
cue package for financial institu-
tions; Switzerland also approves
package of measures to stabilise
the financial system.

The Dutch bank ING receives a
capital injection from the state
totalling €10 billion.

Crisis reaches the Baltic states;
Latvia nationalises its second larg-
est credit institution (Parex-Bank).

The German government and the
banking syndicate extend liquidity
support for HRE to €50 billion.

The German government issues
complete guarantee for all private
savings deposits.

German rescue package agreed -
the Financial Market Stabilisation
Act (Finanzmarktstabilisierungs-
gesetz). Provision of €500 billion
for guarantees and participating
interests; Financial Market Stabili-
sation Fund (Sonderfonds Finanz-
marktstabilisierung, SoFFin) estab-
lished.

Deutsche Bundesbank makes spe-
cial liquidity facility available to
money market funds if required.

HRE receives guarantees totalling
€20 billion from SoFFin.
Commerzbank receives €8.2 billion
capital injection from SoFFin.

Bayern LB receives €10 billion
worth of equity capital from the
federal state of Bavaria.
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December

2009
January

February

March

Global

Fed cuts fed funds rate (corridor
between 0.00% and 0.25%) and
announces extension of its tempo-
rary liquidity facilities.

US government purchases shares in
GMAC, a financial subsidiary of
GM.

BoJ cuts main policy rate to 0.10%
and announces its intention to
expand purchases of Japanese
government bonds.

BoJ announces the purchase of
JPY 3 trillion worth of commercial
paper and ABCP.

US Treasury Department and FDIC
support Bank of America with
US$20 billion worth of capital
and US$118 billion worth of guar-
antees.

US government establishes Public-
Private Investment Program (PPIP)
to purchase distressed securities.

BoJ announces plan to purchase
corporate bonds.

US government announces US$75
billion Homeowner Stability
Initiative to stabilise housing
markets.

US government takes a 36% share
in Citigroup.

Europe

ECB extends interest corridor
again.

UK credit guarantee scheme is
extended to 5 years.

Irish government invests a total of
€5.5 billion in the three largest
Irish banks.

BoE cuts bank rate for third time
since October 2008 to 1.50%, ex-
tends credit guarantee scheme un-
til the end of 2009 and announces
purchase of assets totalling £50
billion.

UK government takes a 68% share
in Royal Bank of Scotland.

Anglo Irish Bank is nationalised.
ECB cuts main policy rate for the
third time since October 2008,
dropping rate to 2.00%.

Risk premiums on euro-area gov-
ernment bonds increase markedly,
in particular for Greece, Ireland,
Italy and Spain.

BoE reduces main policy rate to
1.00%.

RBS receives £13 billion from the
UK government (now 84% of RBS
in public ownership).

ECB, BoE and SNB cut interest
rates again.

BoE creates £75 billion Asset
Purchase Facility.

Spain nationalises CCM savings
bank (€9 billion in total guaran-
tees).

Germany

SoFFin grants IKB and BayernLB
guarantees totalling €5 billion and
€15 billion respectively.

WestLB transfers risky assets total-
ling €23 billion to a special-
purpose vehicle.

HRE receives €10 billion worth of
additional guarantees from SoFFin.

Commerzbank receives a further
€10 billion (SoFFin silent partici-
pation totalling €8.2 billion.
Federal government receives a
25% stake through purchase of
ordinary shares worth €1.8 bil-
lion).

HRE receives €12 billion worth of
additional guarantees from SoFFin.

HSH Nordbank receives €3 billion
rescue package from federal states
of Hamburg and Schleswig-
Holstein.

HRE receives further €10 billion

in guarantees from SoFFin.Total
SoFFin guarantees granted to HRE
now total €52 billion.

SoFFin makes guarantees totalling
€30 billion available to HSH Nord-
bank.

SoFFin purchases shares in HRE
totalling €60 million.

First signs of easing in the financial markets: perceptible decline in risk premiums on the money markets and

for credit default swaps (CDSs).
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April

May

June

July

August

September

October

November

Global

Fed announces new reciprocal cur-
rency arrangements (swap lines)
with BoE, ECB, SNB and BoJ.

US banks pay back US$66 billion in
government aid funds.

Bank of America terminates Asset
Guarantee Term Sheet by paying
US$425 million.

US SME financer CIT files for
Chapter 11 bankruptcy protection.

Europe

ECB reduces lending rate to
1.25%.

Irish government announces Na-
tional Asset Management Agency
(bad bank) to take on risky real
estate loans.

BoE increases Asset Purchase
Facility to £125 billion.

ECB cuts interest rate to 1.00%,
introduces longer-term refinancing
operations and announces the
purchase of €60 billion worth of
covered bonds.

BoE increases Asset Purchase Facil-
ity to £175 billion.
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Germany

Financial Market Stabilisation
Amendment Act (Finanzmarkt-
stabilisierungsergénzungsgesetz) is
approved (includes an option for
banks to be nationalised as a last
resort).

Extension of guarantees for HRE
until 19 August 2009 and begin of
the takeover offer by SoFFin.

BaFin extends ban on naked short
selling.

After capital increase, SoFFin holds
a 90% stake in HRE.

German Bundestag adopts Bad
Bank Act.

IKB receives further government
guarantees totalling €7 billion.

Complete nationalisation of HRE
approved at its extraordinary gen-
eral meeting. HRE also announces
need for additional €7 billion in
government assistance.

SoFFin grants HRE a further capital
injection of €3 billion and extends
guarantees until 30 June 2010.
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Overview | Glossary

ABCP (asset-backed commercial paper) ABCP are senior debt instruments, usually with a maturity
of three to nine months. They are issued by conduits to finance a portfolio of long-term receivables
(eg mortgage loans).

ABS (asset-backed securities) Securities which are backed by a pool of homogeneous unsecuri-
tised assets. The asset pool is assigned to a special-purpose vehicle, which services the investors’
claims from the pool’s payment streams.

Arbitrage Generally the exploitation of price differences for identical goods or financial products on
different markets in order to make a profit. Pure price arbitrage transactions are risk free, as the
purchase (on the cheaper market) and the sale (on the more expensive market) are effected simulta-
neously. This is not the case for price arbitrage transactions in the broader sense of the term, which
take advantage of deviations from historical price trends for similar or closely correlated financial in-
struments. Arbitrage can also refer to the exploitation of differences in the tax system (tax arbitrage)
or the exploitation of differences in the regulatory system (regulatory arbitrage) of different jurisdic-
tions.

Available for sale See Categorisation of financial instruments.

Bad bank Special-purpose vehicle for cleansing bank balance sheets. Against a compensatory pay-
ment, banks can offload financial assets with severe impairment risk to a bad bank for a limited period
of time, thereby protecting themselves against additional write-downs and, thus, against any further
deterioration in their solvency situation this could entail.

Banking book Pursuant to the German Banking Act, a credit institution’s banking book contains all
the items that are not contained in the trading book. See Trading book.

Bank Lending Survey Eurosystem'’s survey of lending policies carried out among selected banks.
The survey has been conducted on a quarte